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(1)

OVERSIGHT OF
THE FEDERAL HOME LOAN BANK SYSTEM

TUESDAY, SEPTEMBER 9, 2003

U.S. SENATE,
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS, COMMITTEE ON

BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Subcommittee met at 2:05 p.m., in room SD–538, Dirksen
Senate Office Building, Senator Robert F. Bennett (Chairman of
the Subcommittee) presiding.

OPENING STATEMENT OF SENATOR ROBERT F. BENNETT
Senator BENNETT. The hearing will come to order. We appreciate

the witnesses’ being here and look forward to hearing their testi-
mony, and making this a worthwhile hearing.

One of the fundamental roles of Congress and this Subcommittee
is to provide periodic oversight, and that is why we are here today.
We have no specific legislation before us. But it has been a consid-
erable amount of time since Congress or the Banking Committee
has held an oversight hearing on the Home Loan Bank System,
and we recognize that periodic oversight helps keep houses in
order.

President Eisenhower, when he was a general, used to say that
areas that are not periodically inspected tend to deteriorate. Those
of us who have been in the military know what periodic inspections
are like, and we do not want to make this hearing quite like that.

This is not to say that this particular house is not in order or
that it has tended to deteriorate. But we have not looked at any
part of the Home Loan Bank System since Gramm-Leach-Bliley
where we made adjustments to the membership rules, collateral
options for advances, and the capital requirements of the System.
Since Gramm-Leach-Bliley, our banking and finance system has
continued to evolve to meet the demands of an important and ever
changing marketplace.

We have had consolidations that have brought efficiencies and
synergies that have undoubtedly played a major part in the sus-
tained success we have been experiencing in the housing and hous-
ing financing market. I believe the Home Loan Banks, along with
the other housing GSE’s, have played a vital role in funding this
growth.

My own State of Utah is a net borrower. Utah’s future housing
growth and economic vitality depends upon the capital that can
come partly from Home Loan Banks and others that can access
Wall Street and bring investment to my State. The role of the
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Home Loan Banks and other housing GSE’s play in communities
across the Nation is, in my opinion, invaluable.

We are currently experiencing what I hope, and still believe, is
just a hiccup in our housing GSE system, but given the importance
of the housing finance system and the billions of dollars that move
daily through the GSE’s from investors all around the world and
then into our communities, even this little hiccup requires Con-
gress to act to ensure that safety and soundness and the confidence
of the markets in the GSE system is maintained and, we would
hope, be even strengthened.

This is a good time for Congress to take a look at the entire sys-
tem, and while this Subcommittee does not have jurisdiction over
all of the GSE’s, we do have the responsibility for the Federal
Home Loan Banks, and that is why we are concentrating there
today.

Since Gramm-Leach-Bliley, several issues have emerged in the
Home Loan Bank System that Congress has not reviewed, and
these issues relate directly to safety and soundness and the mission
of the System. So we will begin to create a record on these issues
here this afternoon.

The issues are: one, whether or not the Home Loan Banks should
register with the SEC; two, whether or not a member institution
of the System should be permitted to be a member of more than
one regional Home Loan Bank; three, at what level should the
Home Loan Banks be permitted to participate in the secondary
mortgage market; and, four, whether or not we should have a sin-
gle regulator for all of the housing GSE’s. And all of these issues
are closely related to the safety and soundness and the mission of
the System.

I understand, to put it somewhat mildly, that these issue remain
unagreed upon, both inside and outside the System, and I believe
that all would agree that each of them could have a major impact
on housing finance, homeownership costs, and, therefore, the econ-
omy, particularly the economy at this point where housing has led
the recovery. That usually is not the case. Housing is usually the
last thing to recover. But in this very unusual recession and re-
cover, housing has been one of the strongest parts. That is another
reason why we need to pay attention.

In bringing up the final question of whether Congress should cre-
ate a single regulator for all of the GSE’s, I want to make sure that
I acknowledge the efforts of Chairman Korsmo. Mr. Chairman, you
have put forth tremendous effort to strengthen the regulation of
each institution individually as well as the System as a whole
through a more thorough examination regime, and I congratulate
you for that.

Mr. KORSMO. Thank you, sir.
Senator BENNETT. Regardless of the quality of regulation, there

are those who believe that all the housing GSE’s should operate
under a coordinated regulator with appropriate authority, believing
that separate can never be equal, at least in perception of the mar-
kets. I will continue to reserve judgment on that, but we are going
to hear from Treasury Secretary Snow tomorrow before the House.
I expect he will address that issue, and we will look at his testi-
mony with great interest.
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Secretary Abernathy, we welcome you back to the Committee,
where you served so ably for such a long period of time. I suspect
you will feel the same way and reserve judgment until after your
boss has spoken. But if you want to surprise us——

[Laughter.]
—we would be happy to have you surprise us.
Senator Johnson, I appreciate very much your attendance, not

only at this hearing but your diligence in this issue in the past, and
we would be delighted to hear from you.

STATEMENT OF SENATOR TIM JOHNSON

Senator JOHNSON. Thank you, Chairman Bennett, and welcome
to Secretary Abernathy and Mr. Korsmo. I thank you, Mr. Chair-
man, for holding this afternoon’s hearing on oversight of the Fed-
eral Home Loan Bank System. I cannot think of a more timely
hearing given recent attention on Government Sponsored Enter-
prises and debate over the nature and scope of their regulatory
agency.

Today is a good opportunity to take stock of the role, mission,
and regulation of the Home Loan Banking System. I apologize in
advance if my schedule will not allow me to stay for the entire
hearing. As usual, I have competing and overlapping obligations,
and I know that we are in good hands under your leadership.

The Federal Home Loan Banks play a critical role in our Na-
tion’s housing finance and community lending system. Since the
Home Loan Banks were created in 1932 with the mission of help-
ing to make homeownership more affordable, the positive impact
and the mission of the Bank has grown significantly.

In my State of South Dakota, the Home Loan Banking System
has provided critical funding for community lending needs. Until a
recent flight to safety of financial assets, our small community
banks faced serious funding issues, related in part to the continued
erosion in the value of deposit insurance. The Home Loan Banks
provided advanced services to counteract those funding shortfall,
ensuring that South Dakota consumers had access to loans that
they needed to keep our rural areas economically viable.

I should also note that since 1990, South Dakota has received
$8.6 million from the Federal Home Loan Bank of Des Moines’ af-
fordable housing program. This investment has assisted 66 afford-
able housing projects throughout our State.

Mr. Chairman, today’s hearing is also well-timed because it is
not in response to a crisis. The Committee has important responsi-
bility to conduct regular oversight, and this is especially important
with respect to the Federal Home Loan Banking System because
of the central role that it plays in today’s financial marketplace.
Few would dispute that the Banks play a different role than they
did back in the 1930’s. Some do, however, dispute whether these
new activities fall within the proper mission of the Banks. That is
a legitimate question. I am pleased we will have a chance to hear
from a variety of witnesses today.

In addition, we should also consider whether the Federal Hous-
ing Finance Board has the tools it needs to regulate what have be-
come increasingly complex and sophisticated financial institutions.
At least one witness has advocated that the Home Loan Banks
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share a regulator with the other housing GSE’s. This hearing could
not be better timed to hear both sides of that debate as we move
toward consideration of possible changes in the regulation of
Fannie Mae and Freddie Mac.

Finally, some of us here have had the chance to hear from SEC
Chairman Donaldson this morning about the implementation of
Sarbanes-Oxley. I hope that the witnesses will describe for the
Subcommittee their experience with any corporate governance re-
forms and their position on disclosure proposals currently under
discussion.

Chairman Bennett, thank you for holding today’s hearing, and I
look forward to hearing from these excellent witnesses.

Senator BENNETT. Thank you very much.
Secretary Abernathy, we will start with you.

STATEMENT OF WAYNE A. ABERNATHY
ASSISTANT SECRETARY FOR FINANCIAL INSTITUTIONS

U.S. DEPARTMENT OF THE TREASURY

Mr. ABERNATHY. Thank you, Mr. Chairman, Senator Johnson,
Members of the Subcommittee. Thank you for this opportunity to
testify this afternoon on the Federal Home Loan Bank System. I
would like to focus on three topics this afternoon: First, the need
for the Federal Home Loans Banks to register with the Securities
and Exchange Commission under the terms of the Securities Ex-
change Act of 1934; second, I would like to talk about multidistrict
membership; and, third, Treasury’s current review of the Federal
Home Loan Bank System.

The observance of good, fundamental practices of corporate gov-
ernance is a high priority for this Administration. For more than
a year, the Administration has been urging that all GSE’s comply
with the same corporate disclosure requirements of the Securities
Exchange Act of 1934. We are pleased that Fannie Mae has com-
plied with this request. Freddie Mac has also agreed, though we
are disappointed to learn that Freddie Mac may not be registering
until sometime in 2004. The sooner they register, the better.

The Administration has continued to urge that the Federal Home
Loan Banks also move forward with voluntary registration. Some
have argued that the unique characteristics of the Banks lessen the
need for registration under the 1934 Act. All of these facts are im-
portant and must be, and I believe can be, taken into account.

However, the differences do not change the fundamental fact that
the Home Loan Banks are significant participants in our capital
markets. Investors should have the same information regarding the
condition of the Home Loan Banks as they have for other signifi-
cant participants in the capital markets.

At the end of June, the Federal Home Loan Banks had out-
standing consolidated obligations of $713 billion. The individual
Banks are each large financial institutions. As of year-end 2002,
the largest Bank, the Bank of San Francisco, had $135 billion in
total assets. The smallest, the Bank of Topeka, had $33 billion in
total assets, while the average was $58 billion in total assets. Even
the smallest would rank among the top 40 commercial banks in the
United States.
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Investors would benefit from the added oversight of the SEC,
both in terms of reviewing financial disclosures and through uni-
form enforcement of current standards. And investors would have
a basis for making comparable evaluations of the variety of institu-
tions that are competing for their investment dollars. Our system
of securities regulation should offer investors nothing short of that
standard.

The continued operation of the Banks outside of the SEC-admin-
istered corporate disclosure regime is inconsistent with our objec-
tives of a sound and resilient financial system. We understand that
the Banks have some remaining concerns with how certain aspects
of their business operation would be treated. I would remind all
concerned that the Federal Home Loan Banks are not the only cor-
porate institutions in America that have unique characteristics.
Given the flexibilities that the SEC has to address individual cir-
cumstances, we are confident that the Banks’ concerns can be
worked out.

We appreciate the discussions that several of the Banks have
had with the SEC earlier this year, and we look forward to these
discussions being renewed in the immediate future, within a con-
text of acceptance of the public interest that would be served by the
Federal Home Loan Banks registering under the 1934 Act.

We understand that the Board of Directors of the Bank of Cin-
cinnati recently announced that the Bank will be taking the next
step in the process. In a recent letter to Secretary Snow, HUD Sec-
retary Martinez, and Chairman Korsmo, the Board of Directors of
the Federal Home Loan Bank of San Francisco expressed their goal
‘‘to enable the Federal Home Loan Banks to become role models for
corporate transparency.’’ That is our goal as well, to which registra-
tion under the Securities Exchange Act of 1934 is essential.

Let me just talk about multidistrict membership, in context.
While there continues to be debate over a number of Home Loan
Bank activities, one current issue, the question of multidistrict
membership, raises particular concern. The appropriate forum for
the resolution of this issue must be kept in mind. As the Treasury
Department has written in a comment letter to the Finance Board,
regardless of whether allowing multidistrict membership is wise, a
plain reading of the statute finds little room to conclude that the
Finance Board has the legal authority to approve it. It provides,
and I quote from the statute,

An institution eligible to become a member under this section may become a
member only of, or secure advances from, the Federal Home Loan Bank of the dis-
trict in which is located the institution’s principal place of business, or of the Bank
of a district adjoining such district, if demanded by convenience and then only with
the approval of the Board.

I have played with that language many times trying to make
sure how does that ‘‘or’’ work, and I have thought of it in terms
of my children at home. I can say to my son, ‘‘You may have your
army toys in your room or you may have it in the playroom.’’ To
my mind, that is one room. If I wanted to say it could be either
one of those two and both of them, I would say, ‘‘You can have your
toys in your room and the playroom.’’ But if I use an ‘‘or,’’ it brings
into my mind there is only one place where those are going to be
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located. The statute provides for an ‘‘or,’’ and it seems pretty clear
to us.

Now, to say this is not to render a policy point of view. There
are compelling arguments on both sides of the question. Clearly,
our financial system has changed dramatically since 1932. In the
intervening years, however, Congress has revised the governing
statutes on several occasions. But they have never changed that
particular requirement. It is to the Congress that these arguments
should be offered and where any change in the statute will have
to be made.

The third point I would like to raise. Earlier this year, I re-
quested the Office of Financial Institutions Policy at Treasury to
conduct an in-house review of the Federal Home Loan Bank Sys-
tem, with particular but not exclusive, consideration of the effect
of the changes enacted as part of the Gramm-Leach-Bliley Act of
1999. As I announced at that time, the review would consider the
following points: how these changes have affected the ability of the
Federal Home Loan Banks to meet their statutory mission; impli-
cations for the financial strength of the Banks individually and the
System in general; how the business operations of the Banks con-
tribute to accomplishing their statutory mission; issues regarding
governance structure and management, including executive com-
pensation; effect of new capital structures on operations; and other
issues regarding the strength of the System and the structure of
Federal oversight.

We are now about 4 months into that process, nearing comple-
tion of our first phase. Again, I would like to emphasize that Treas-
ury’s review of the Federal Home Loan Bank System is part of
what we normally do at Treasury, and what I envision for our cur-
rent review is a more specific look at how the changes made to the
Federal Home Loan Bank System as part of the GLBA have been
implemented. Treasury is not primarily a regulatory agency. We
see as part of our important function, however, providing executive
branch oversight of the activities of the independent financial regu-
lators, and this study is part of meeting that obligation and respon-
sibility.

The Federal Home Loan Bank System presents policymakers
with issues that deserve continued attention. We must continue to
evaluate the System to ensure that it is achieving the objectives set
forth by Congress, meeting the needs of our communities that
might not be otherwise met.

Thank you again for providing me this opportunity to present our
views before you today and to discuss these important issues, and
I would be glad to answer any questions.

Senator BENNETT. Thank you very much for your testimony.
Chairman Korsmo, we appreciate your being here and look for-

ward to hearing from you.

STATEMENT OF JOHN T. KORSMO
CHAIRMAN, FEDERAL HOUSING FINANCE BOARD

Mr. KORSMO. Thank you, Chairman Bennett, Ranking Member
Johnson, and distinguished Members of the Subcommittee, I appre-
ciate the opportunity to speak with you today about the Federal
Housing Finance Board and the Federal Home Loan Bank System.
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I have a brief opening statement, but I have also brought prepared
testimony with more thorough discussion of several key topics af-
fecting the Federal Home Loan Banks I have been asked to ad-
dress.

Senator BENNETT. Without objection, your testimony shall appear
in the record.

Mr. KORSMO. Thank you, Mr. Chairman.
Many important issues are facing the Nation’s Government

Sponsored Enterprises, including, certainly, the Federal Home
Loan Banks. In the interest of time, I highlight the aggressive
steps we have taken at the Federal Housing Finance Board, the
System’s regulator, first, to strengthen the agency’s oversight capa-
bilities and, second, to improve financial disclosures by the Federal
Home Loan Banks through voluntary registration with the Securi-
ties and Exchange Commission.

These initiatives will benefit not just the Federal Home Loan
Banks and their more than 8,000 member institutions, but also the
investors who purchase their debt, and ultimately the homebuying
public and the taxpayers.

Soon after President Bush named me Chairman in December
2001, I determined that the Finance Board lacked many of the nec-
essary resources to effectively oversee the Federal Home Loan
Banks for safety and soundness and achievement of their housing
finance mission. Just one example demonstrates this point. At the
time, the Finance Board had only eight bank examiners on staff to
review and supervise 12 financial institutions with, at the time,
more than $700 billion in assets, more than $30 billion in capital,
and some $650 billion in outstanding debt. Yet, at the same time,
the agency had eight people in its Office of Public Affairs. The rel-
ative allocation of resources simply did not meet the agency’s statu-
tory mandates.

I immediately addressed these problems beginning with the re-
cruitment of new leadership for the agency’s Office of Supervision.
After a national search, the Finance Board hired a new Director
and a new Deputy Director of Supervision, who, between them,
have 40 years of Federal bank regulatory experience.

Mr. Chairman, I appreciate your comments about the improve-
ments we have made in our supervisory and examination function.
I should say that while often much is made of the times that my
Finance Board colleagues and I do not agree, on this issue, as on
most issues, my colleagues deserve equal credit for our initiatives
in this area. My fellow Finance Board members and I acting to-
gether increased the resources available for supervision, expanding
our examination staff to 17 full-time examiners. Our goal is to have
24 in place by the end of this calendar year and 30 by the end of
the next budget year.

We are now conducting more thorough examinations, focusing on
the Banks’ risk assessment processes, internal control systems, and
systems of corporate governance. And we are communicating the
results of those examinations more effectively to the Banks. Now
our examinations recognize that banking, even AAA-rated, GSE
banking, is a business of managing risks, and the responsibility of
bank supervisors is to ensure that the institutions they regulate
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understand those risks and that they monitor and control them
through prudent practices.

On the subject of enhanced financial disclosures, last summer I
formed a working group with the Finance Board and the Federal
Home Loan Banks to review the issues associated with voluntary
registration of the Banks with the Securities and Exchange Com-
mission.

Earlier this year, I concluded that voluntary registration is in-
deed the best approach to enhancing public disclosure of the gov-
ernance and finances of these important institutions. I reached this
conclusion based on two premises.

First, the Banks’ long-term access to global capital markets will
be enhanced by providing investors in consolidated obligations with
maximum reliable transparency into the finances and governance
of each of the 12 Banks. Markets function best, especially in times
of stress, when needed information is readily available and reliable.

Second, as public trusts, these 12 GSE’s have a duty to con-
tribute both to the smooth functioning of capital and mortgage fi-
nance markets and to public confidence that the benefits of GSE
status are used wisely.

The Federal Home Loan Banks and the staff of the SEC have
held numerous meetings to address the process for voluntary reg-
istration. In fact, another meeting was held only yesterday. It is
now time, I believe, to bring this process to a positive conclusion.

I note that this summer the boards of the Federal Home Loan
Bank of San Francisco and the Federal Home Loan Bank of At-
lanta, as Secretary Abernathy mentioned, resolved that if SEC reg-
istration was the determined course of action, then the Federal
Housing Finance Board should adopt a regulation requiring it.

In response to those requests, tomorrow at our regularly sched-
uled meeting the Federal Housing Finance Board will consider a
proposed regulation requiring the Banks to register a class of their
securities with the SEC.

The proposed rule provides for a lengthy, 120-day comment pe-
riod, during which, I hope, the Banks will each meet with the SEC
to work out the necessary details to effectuate registration and
begin meeting the periodic financial reporting requirements of the
1934 Act.

Mr. Chairman, distinguished Members of the Subcommittee, I fo-
cused on these two areas of safety and soundness oversight and im-
proved financial disclosures because of their importance to the
strength and resiliency of the Federal Home Loan Banks. Certainly
we are dealing with many other issues at the Finance Board, which
are addressed in my written testimony, and I welcome the oppor-
tunity to discuss any and all of them with you.

Thank you again for your time this afternoon. I look forward to
addressing your questions.

Senator BENNETT. Thank you very much.
The Federal Home Loan Bank System has traditionally focused

on providing advances to their members. In the last couple of
years, Home Loan Banks have initiated a program of directly ac-
quiring loans from their members. At what level should the Home
Loan Banks participate in the secondary market in this way, in
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your opinion? And should securitization be considered as an option
for the Banks?

Do either one of you want to go first on that question?
Mr. ABERNATHY. I am happy to proceed, Mr. Chairman. Let me

deal with the securitization issue first, if I may.
Senator BENNETT. Certainly.
Mr. ABERNATHY. I think it is important to understand the nature

of the Federal Home Loan Bank System as a cooperative system.
It is different than a lot of other systems. They were put together
as a cooperative system. The Banks are owned by their members.
They are governed by their members. The Banks have this joint
and several liability responsibility to shore up and assist each of
the other members.

I think that is important to keep in mind when you are looking
at the question of securitization. These institutions were created to
serve their membership, and in our view, anything that would sug-
gest that they should be securitizing something for sale outside of
that membership is something that is outside of the concept of the
Federal Home Loan Bank System as it is presently constituted.

On the other hand, I think with regard to some of the innovative
programs that have been established that are currently in oper-
ation, those are all kept within the System. They provide an impor-
tant source of liquidity to the member banks, and by that I mean
the member banks of the Federal Home Loan Bank System, the
ones that are members of each of the Home Loan Banks. And as
far as we can see, they are providing an important service both
with regard to the individual banks and the people who are most
impacted, the people who take out the mortgages and buy and sell
their homes based upon that financing.

Mr. KORSMO. Mr. Chairman, do you want me to respond?
Senator BENNETT. Yes.
Mr. KORSMO. Secretary Abernathy has outlined the concerns in

the larger context very well. I think it is appropriate to mention
that right now Federal Housing Finance Board regulations do not
permit Federal Home Loan Banks to issue or guarantee mortgage-
backed securities. There has been no request from any Bank or
from any Bank’s Board of Directors to seek such approval.

I think if the question does come before us, obviously we will
have to look at the whole question of legal authority and the safety
and soundness basis for making a judgment. I do not know if there
is anything more to say about that at this point, but that goes to
the point of your question.

Senator BENNETT. I want to go back to the first part of my ques-
tion. At what level should the Banks participate in the secondary
market in this way? Because, again, traditionally, as you pointed
out, Secretary Abernathy, the Banks exist to serve their members.
Now they have gone in the direction of acquiring loans from the
members as opposed to making advances to the members. And is
there a financial level for this activity that would raise any concern
on your part, or do you assume that that would be fine and this
is where we go?

Mr. ABERNATHY. Well, I think perhaps the most flexible defini-
tion of how far they should go would be how far their capital and
resources can appropriately finance the risk that would be involved
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with purchasing the mortgages from their entities. But so far, the
requirements for purchasing the mortgages from their member
banks has been that the mortgages must be just as good as if they
were being held for collateral, in which case it is difficult to say
that they are taking on much more of a risk than they would by
holding these merely as collateral.

I think that is an important requirement, that the quality of the
loans they purchase be of a high level so that they can manage that
risk appropriately.

Senator BENNETT. Looking ahead to the debate as to whether or
not they should be allowed to compete directly with Fannie Mae
and Freddie Mac, is that the same level of safety that is required
for Fannie and Freddie?

Mr. KORSMO. In fact, sir, I would argue it is higher. The risk-
based capital standards under which the Federal Home Loan
Banks act are actually higher. I think Secretary Abernathy is right
in portraying this particular aspect of the Banks’ function, which
is indeed providing more direct liquidity for mortgage lending. Ad-
vances, of course, are fungible, and to some extent, while they have
to be collateralized with approved collateral that meets the stand-
ards of our regulations, the reality is that while advances remain
by far the most significant aspect of Federal Home Loan Bank port-
folios, the growth of acquired member asset programs truly reflect
a member need.

Senator BENNETT. Okay. Quickly, because my time has expired,
but I want to follow up before we have lost the thought. Assuming
that you are correct that the standard for a Home Loan Bank is
higher than the standard for the other GSE’s, does that mean if
you get into direct competition that in the Home Loan Bank Sys-
tem they would like to lower the standard to that that exists with
Fannie and Freddie?

Mr. ABERNATHY. I think there is direct competition. I think ev-
erybody recognized that when they made their most recent filing
with the SEC. They listed who their competitors were, and they in-
dicated they are the Federal Home Loan Banks. But they are a
competition at a certain level. It is a competition for those higher
quality——

Senator BENNETT. Yes. At a certain level do we see——
Mr. ABERNATHY. In a different form, I should mention.
Senator BENNETT. Would we see a lowering of the standard that

you have just described? Do you think that is going to happen?
Mr. KORSMO. I would certainly hope not. That would not be the

view of this regulator, anyway, to permit it, and right now the stat-
ute would not.

Mr. ABERNATHY. I think there is a certain value in making sure
that the mortgages purchased are very similar to the collateral re-
quirements.

Senator BENNETT. Okay. Thank you.
Senator Johnson has left, so, Senator Corzine, you came in next

on the minority side. We will turn to you.

STATEMENT OF SENATOR JON S. CORZINE

Senator CORZINE. Thank you, Mr. Chairman, for holding this im-
portant and timely hearing.
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I guess I have to ask the following question: What is the basis
to say that the standards of the Home Loan Bank are superior to
the ones for other GSE’s? Is it a risk-based model? Does it take into
account the prepayment exposures and convects the exposures that
are so difficult to manage in all financial institutions, in my per-
spective? And, second, what type of off-balance-sheet exposures, if
any, letters of credit or other forms, exist in the Home Loan Bank
System? And how can we be certain that those are factored into the
risk-based models?

Mr. KORSMO. Certainly, sir, I am not exactly sure where to start
on that question, but certainly we could assure you that the over-
sight that we provide and the constraints that the regulatory envi-
ronment that we have created or the Finance Board has created
are extremely strict. These are very conservative institutions. They
are driven by a very conservative model and driven by, as I men-
tioned, a very conservative regulatory structure.

Senator CORZINE. Was the Treasury prepared to make that——
Mr. ABERNATHY. I do not know that I would have phrased it the

same way as Chairman Korsmo with regard to the Federal Home
Loan Banks having a higher quality of portfolio. Fannie and
Freddie were created particularly to establish secondary markets,
and their mandate is broader. They are required to go into more
markets than the Federal Home Loan Banks are. Because the Fed-
eral Home Loan Banks are required to have a very high level of
collateral for the advances they give, and their program was de-
signed to match that standard with regard to the loans they pur-
chase, they are only targeting a certain segment of the home mort-
gage market.

Fannie and Freddie were required to address a much broader
range, in fact, with a particular emphasis on middle to lower in-
come. And so because of that you would expect that they would be
taking on what might be considered riskier mortgages, but they
also have hedging and other types of strategies to manage that
risk. And so as institutions, I would not like to have on the record
the concept that Fannie and Freddie are riskier institutions than
the Federal Home Loan Banks. They are required to have a broad-
er portfolio, I think is the point I would make.

Mr. KORSMO. I would certainly agree with that, but I would men-
tion that the leverage requirements of our risk-based capital regu-
lation are higher in the sense that we have a 4-percent leverage
requirement versus the 2.5 that applies, I believe, to Fannie and
Freddie. I really am not terribly familiar with the Fannie and
Freddie model, frankly.

Senator CORZINE. They have a minimum of 2.5, and then they
have a risk-based standard.

Mr. KORSMO. Right, exactly.
Senator CORZINE. As an add-on.
Mr. KORSMO. You also asked about off-balance-sheet items. Our

regulations require that derivatives be used only for hedging. Fed-
eral Home Loan Banks cannot use them for investment purposes.
Eighty-two percent of the derivative use makes a perfect match
with advances in consolidated obligations. So, again, I think the
short answer is that the regulatory environment that we have cre-
ated is very strict, and I think there is no question about that these
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institutions operate in a very high plane in terms of safety and
soundness, which, after all, is our primary mission as the Federal
Housing Finance Board.

Senator CORZINE. As an individual that has looked at risk-based
models off and on, it is hard to know, except through practical ex-
perience through time and different stresses, whether those models
are as effective as one might always imagine in circumstances. I
am not challenging whether it is or not, but I think it is very hard
to say whether one model is better than another given the com-
plexity of so many of the financial instruments. It really is a test
of those that oversee, from my perspective, anyway, the building of
those models, that they have the capacity to make a judgment
about whether they are fully impacting all the issues.

Thank you, Mr. Chairman.
Senator BENNETT. Thank you.
Senator Hagel.

COMMENTS OF SENATOR CHUCK HAGEL

Senator HAGEL. Mr. Chairman, thank you.
Gentlemen, welcome. We appreciate your appearance today. As

each of you may be aware, some of my colleagues on this Com-
mittee and I introduced legislation before the August break that
would reform oversight for two of the other GSE’s, Fannie and
Freddie. And my question to each of you is: Do you think we should
explore including the Finance Board in that legislation as well?
Secretary Abernathy?

Mr. ABERNATHY. Well, if I could, Senator, Secretary Snow is
going to speak directly to that point tomorrow, and I certainly do
not want to front-run him, presenting any views. But I will say
this: We looked carefully at your legislation as we were evaluating
those issues, and so we have taken very much into account your
legislation and the reasoning behind it. And I believe that has been
an excellent contribution to the debate.

But with regard to whether or not we should include them, I
would like to save that for Secretary Snow’s statement tomorrow,
if I may.

Senator HAGEL. Do you know if the Secretary will address that
issue tomorrow in the House?

Mr. ABERNATHY. That is in the whole panoply of things that he
is presenting. That is right. We are looking at the GSE’s in their
totality, the housing GSE’s, all of them together.

Senator HAGEL. So you do not want to venture any speculation
on whether we should take the Finance Board and include that?

Mr. ABERNATHY. I will be happy to after Secretary Snow does.
[Laughter.]
I will let him make the news.
Senator HAGEL. He is Gramm-trained, you can tell, cannot you,

Mr. Chairman?
[Laughter.]
Mr. Korsmo.
Mr. KORSMO. At the risk of being the second duck in this shoot-

ing gallery, for a different reason, obviously I think the primary
role of any regulator is to ensure the safety and soundness of those
institutions it regulates. I think to the extent that we create as
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strong as possible regulatory oversight, not just for the 12 GSE’s
that I oversee but for all 14, I think that is important. Given the
fact that I am the Chair of a five-person Board who is reluctant
to take a position that has not been adopted by that Board, I guess
I would also be reluctant to speculate as to where the best site is
for that oversight function to take place. I think it is an important
debate. Let me leave it at that. I look forward as well, needless to
say, to hearing the Secretary’s comments tomorrow.

Senator HAGEL. Spoken like a true Chairman. Thank you.
Well, obviously, we will be talking to Secretary Snow and you,

Mr. Secretary, about this, as well as the Federal Home Loan Bank
officials, and we would welcome at the appropriate time your input,
which I am sure we will receive.

Mr. Chairman, you have developed a very impressive array of ad-
ditions and completions since you have been Chairman on the Fi-
nance Board—objectives, responsibilities—and I think it had
redounded, as the Chairman noted and others here today, to more
confidence in your organization’s oversight, safety, soundness, and
credibility. Any additional changes, thoughts, practices, activities,
or actions that you are anticipating that you can tell this Com-
mittee about to further enhance the effectiveness of the Finance
Board?

Mr. KORSMO. Yes, sir. Thank you for asking that question. Obvi-
ously, I would hate to make it sound like all it takes is more dol-
lars. We have the luxury as an independent financial regulator
that is a nonappropriated agency and can, in essence, adopt its own
budget and pass the cost of that budget on to those we regulate.

We are in the process really of a 2-year program to enhance and
improve our oversight capacity. It is not something that can change
overnight. The difficulty of adding to a staff, frankly, has been an
important lesson to us. We had budgeted for this fiscal year to in-
crease our number of examiners, for example, to 24. The reality is
we have been unable to hire that many top-quality people and inte-
grate them into our system fast enough.

That having been said, we are continuing that process. We are
going to add in this year’s budget accountants, some financial ana-
lysts who will be assigned specific responsibilities with each of the
Banks. I would be remiss if I did not touch quickly on our initia-
tives in the area of board governance. Board governance has in the
last year or so become a watch word, and it has been a focus for
the Finance Board as well. We have recently conducted a system-
wide audit of board governance at each of the 12 Federal Home
Loan Banks. We have an ongoing process to review board govern-
ance. We are scheduling a hearing tentatively for October 15, next
month, where we will hear from the Banks and from other inter-
ested parties about recommended changes, both statutory that we
could recommend and regulatory that we could implement that
would improve the job that our boards of directors do.

All of those come together, I think, to create a picture. We are
not where we want to be, but we are headed in the right direction.

Senator HAGEL. Thank you.
Mr. Chairman, thank you.
Senator BENNETT. Thank you.
Senator Reed.
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COMMENTS OF SENATOR JACK REED
Senator REED. Thank you very much, Mr. Chairman, and, gentle-

men, thank you for being here today.
Both of you have alluded to, at least in your testimony, the

multidistrict membership banks issue. Mr. Secretary, do you have
a position on that issue?

Mr. ABERNATHY. In our view, the question begins with is there
authority for the Federal Housing Finance Board to make a deter-
mination. In our view, the statute does not leave that issue to the
Finance Board to decide. It has really left that issue with Congress.
The statute seems pretty clear that a bank has perhaps an either/
or choice, but it is still one district.

Senator REED. Would you urge that Congress give the Board that
authority?

Mr. ABERNATHY. We have not addressed the question of whether
it is wise to do that or not, and I think at some point we need to
do that. And, in fact, if Congress wants to take that issue on, we
would be glad to take a look at it and perhaps come back with rec-
ommendations.

Senator REED. Thank you.
Chairman Korsmo, do you have a position?
Mr. KORSMO. Let me just say that, first of all, no action by the

Finance Board in this area is planned, and while I appreciate Sec-
retary Abernathy’s plain reading of the statute, sometimes a plain
reading is not enough. As a regulator, I think I would be remiss
in suggesting that the Federal Home Loan Bank Act does not pro-
vide broad authority to the Federal Housing Finance Board to take
any action to the extent that it goes to meeting the primary mis-
sion, that is, ensuring the safety and soundness of the Banks.

Unfortunately, sometimes when all one does is recite that cir-
cumstance and talk about how the financial services industry has
changed and the membership in the Bank System has changed, it
has taken for support for a particular policy position. I want to
make clear here, because I think there may be some question based
on comments others have made about my position, I am neither an
advocate of nor an opponent of multidistrict membership. The
Chairman alluded earlier to there are many unagreed-upon issues
in this system. This is certainly one of them. I think you will find
disagreement even among the boards—on boards of directors of in-
dividual banks as how to best deal with the changing cir-
cumstances in the housing finance industry.

It is an issue that, as I say, at this point we have no plans to
take action on.

Senator REED. I think we can mark you down as scrupulously
noncommittal.

Mr. KORSMO. Thank you. Yes, sir.
Senator REED. Chairman Korsmo, I am concerned about the

process that the Finance Board has followed to make some impor-
tant decisions, specifically the shared funding program operated by
the Chicago Home Loan Bank Board. As I understand it, the staff
approved under Section 955.2, and this would be for the purchase
of interest in whole loans. But as I understand the Section, it only
authorizes purchase of whole loans, not interest, or certain types
of State and local housing finance agency bonds. Is that correct?
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Mr. KORSMO. No, sir. I think a broader reading of the regulation,
again, particularly as it exists on the books now, is that the Banks
have authority to purchase mortgage assets both in the form of
whole loans and——

Senator REED. Interest loans.
Mr. KORSMO. Thank you. I am losing my train of thought here.

Interest in loans as well.
Senator REED. Can I just work my way through here? Because

my notes indicate that the only reference to interest in whole loans
was in the preamble of the regulation.

Mr. KORSMO. That is correct, sir.
Senator REED. Which was a response to a comment made.
Mr. KORSMO. That is correct, sir, but our general counsel and Of-

fice of Supervision’s reading of that was that the regulation did in-
deed provide the authority for banks to apply for new business ac-
tivity—excuse me, permission to engage in this activity.

I think that it would be good to understand the process, however.
Senator REED. May I make one other point?
Mr. KORSMO. Yes, sir.
Senator REED. Apparently, in July of this year, the Finance

Board put this issue out for comment. Is that correct?
Mr. KORSMO. Yes, we put out a draft of a revised AMA reg, yes,

sir, for comment.
Senator REED. So why would you ask for comment after the ap-

proval of the program, which you say——
Mr. KORSMO. The comment was not on this particular item, al-

though broadly speaking, of course, commenters on this particular
proposal, the revision of the entire AMA reg, certainly could have
commented on this particular provision. But it was the provision as
a whole that was being put forward for comment.

Let me just mention that at our meeting tomorrow, because of
the confusion that has developed over what exactly our proposal
was and what it entailed, when it was unanimously adopted by the
Board on June 18 at our regular meeting, we have—in consultation
with my colleagues—all agreed that we will withdraw the proposed
regulation, revise it to perhaps clarify what our intentions were in
the regard not just of the item that you have mentioned, but some
other areas that have been misunderstood as to intention, and re-
issue—assuming Finance Board adoption of a reissued proposed
draft—that for comment.

Senator REED. Well, thank you, Mr. Chairman. I think this
raises a very specific issue, but a more general issue of the process
of approving and interpretation of your own regulations and public
comments on proposed changes. We hope you would act on those
general issues.

Mr. KORSMO. Yes, sir, I recognize your concern in this area, and
we will take it into consideration.

Senator BENNETT. Thank you very much.
If Secretary Abernathy is right and the law is clear, the law is

clear. So, I think you better, if you are going to argue with that,
have the firm legal position rather than a general statement that,
well, we have the right to do whatever is best for the System. Just
an editorial comment as I listen to this back and forth.
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COMMENTS OF SENATOR JIM BUNNING

Senator BUNNING. Mr. Chairman, I would like to put in opening
remarks.

Senator BENNETT. Without objection, it will appear in the record.
Senator BUNNING. Secretary Abernathy, does the Treasury be-

lieve that all GSE’s, including the TVA, should register with the
SEC?

Mr. ABERNATHY. I would have to say, Senator, when we made
the statement with regard to all GSE’s, it was a general blanket
statement. We did not limit it. With regard to the TVA itself, that
is not one type of entity that I have been looking very closely at
with regard to——

Senator BUNNING. To GSE, though?
Mr. ABERNATHY. Senator, our view is that entities that are put-

ting significant capital into the markets should be providing the
full set of disclosures that other capital participants are required
to follow.

Senator BUNNING. Would $30 billion be a——
Mr. ABERNATHY. That is significant to me.
Senator BUNNING. It is significant, okay. I just want to make

sure that is the Treasury’s position, then; that all GSE’s should——
Mr. ABERNATHY. That is our position, yes.
Senator BUNNING. Thank you very much.
Do you believe all—this is for either—housing GSE’s should have

the same regulator?
Secretary Abernathy.
Mr. ABERNATHY. If I could take a pass on that, Senator, and the

reason why is tomorrow Secretary Snow is going to be addressing
that very issue, and I would prefer to let him address it first.

Senator BUNNING. And obviously you will take the same pass.
Mr. KORSMO. As a sitting regulator, I will take the same pass,

please.
Senator BUNNING. I just had a very good meeting with the Fed-

eral Home Loan Bank Board of Cincinnati. They have agreed to
voluntarily register alternative of their securities with the SEC.
Some of the other banks I just was surprised that in your state-
ment you said San Francisco seems to be now more cooperative in
registering.

Mr. ABERNATHY. They certainly seem to be laying the predicate
for doing so, but they have not yet made that same commitment
that the Cincinnati Bank has. And I certainly would like to praise
the Cincinnati Board for making that determination.

Senator BUNNING. Does that trouble you, though, that just 1 out
of 12 would come forward and voluntarily register?

Mr. ABERNATHY. I remain troubled until we have all of them reg-
istered, frankly, because we do not have the information about
those entities that we need to have otherwise.

Mr. KORSMO. Senator, in fairness to some of the other Banks,
there has been a varying degree of participation. In fact, all 12 of
the Banks have been actively engaged in the process of discussing
this issue. There was a meeting yesterday, I believe, of the com-
mittee representing 10 Banks, but representing specifically the
New York, the San Francisco, and the Pittsburgh bank with SEC
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officials. I know the Chicago Bank is also going through the process
of preparing some draft documents for the SEC to look at.

While certainly the Cincinnati Bank deserves being singled out
for particular praise in their willingness to move ahead in this
project, I would be reluctant to characterize the involvement of any
of the Banks as being dilatory. They have all, to one degree or an-
other, have recognized their responsibility to provide enhanced dis-
closures to the marketplace. At this point, we are debating what
form that is going to take.

Senator BUNNING. Well, you both realize that registration with
the SEC was the red flag for Freddie. When they were trying to
get prepared to register with the SEC is when the big red flag went
up for them. I hope that is not the case in any Federal Home Loan
Bank Board or any area of the country, but to register with the
SEC you have to undergo certain registration scrutinies, and I
want to make sure, if somebody is reluctant because of that, you
should know that as the chief regulator.

Mr. KORSMO. That is correct, sir, and my sincere hope is that the
reluctance is based on principle and not on any reluctance that
some action or practice would be revealed which would embarrass
the Banks. I can assure you that the job we are doing as the safety
and soundness overseer and supervisor is sufficient to assure that
that is not the case.

Senator BUNNING. Last, but not least, I disagree with your defi-
nition of ‘‘or.’’

[Laughter.]
I have more than one child, and I would make comparisons

equally as distinguishing as you did in either/or or and/or, and I
would be with the Chairman on that regulation. Thank God I am
not a lawyer. I do not get confused with the facts, you know.

[Laughter.]
But I believe ‘‘or’’ means exactly what it says. Thank you.
Senator BENNETT. Senator Allard.

COMMENTS OF SENATOR WAYNE ALLARD

Senator ALLARD. Mr. Chairman, thank you. I have a statement
I would like to have put in the record.

Senator BENNETT. Without objection, it will be placed in the
record.

Senator ALLARD. I have a question for Mr. Abernathy. In your
testimony, you noted that investors in GSE securities should have
access to the same corporate disclosures as they have for other
companies who publicly offer their securities for investment. In
your opinion, how do the current disclosures compare?

Mr. ABERNATHY. The most significant thing that I think that we
obtain by having the Federal Home Loan Banks register with the
SEC, even if they did not disclose an additional piece of informa-
tion that they are currently not disclosing is the timing, by reg-
istering with the SEC, that the timing of disclosures will be the
same to provide comparability for investors, the standards for dis-
closure and the standards for review of those disclosures will be-
come the same, and it is a high standard, and those who are doing
those particular reviews will be the same.
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The penalties for false filings would become the same, and it is
that high standard that I think has elicited the point that Senator
Bunning mentioned. Before Freddie Mac agreed, and they did
agree to register the SEC, they were, for a time, saying there
would be nothing new that would be disclosed if we agreed to this
regime. Then, they agreed to it and discovered maybe it does mean
a higher standard. Maybe it does mean that what we are required
to comply with is more meaningful. We think that would probably
be similar with regard to the Federal Home Loan Banks, not that
there is anything hidden, but that it provides a more rigorous
standard of comparability, particularly.

Senator ALLARD. Chairman Korsmo, you mentioned in your testi-
mony, the Federal Housing Finance Board is a nonappropriated
agency and enacts its own budget and assesses the Banks for the
cost of its operation. How important is this authority in your ability
to carry out your mission?

Mr. KORSMO. It is extremely important. I think I am still too
early in my tenure, frankly, and not having served in a situation
where that was not the case, it is hard for me to make a compari-
son. But I think the fact that we can structure a budget respon-
sibly that provides us the resources we believe we need to carry out
our responsibilities is significant. Again, given the fact I have never
operated under a different system makes it difficult for me to com-
pare, but I will say that it certainly makes our job easier.

Senator ALLARD. Now, that I have given you both softball ques-
tions, I would like to hear the pros and cons from each one of you
about this proposal to have a consolidated approach to regulation.
One regulator for all financial institutions. I would like to hear
your pros, and I would like to hear your cons.

Mr. ABERNATHY. Well, if I could take a pass, Senator. Secretary
Snow is, I understand this is an important issue, and I am uncom-
fortable and have not been able to lay it out for you like I would
like to lay the issues before you, but at the risk that if I presented
the pros and cons, I am not very good at hiding where I think the
weight of the good opinion rests. Rather than laying out the pros
and cons and disclosing where I think we are, I will leave that for
Secretary Snow, if I might.

Senator ALLARD. Well, then, let me put it this way—you both
have the same response about the mission of safety and soundness;
would you talk a little about that?

Mr. ABERNATHY. I think the mission of safety and soundness
needs to be understood in a large context, and that is not just with
regard to the safety and soundness of an institution itself, but also
with regard to the markets in which it operates, and that is an im-
portant responsibility for the regulators. That is the way our bank
regulators operate, and I think that is the way our GSE regulators
should operate.

They are looking at the safety and soundness, not just of the in-
stitutions, but of the financial system that those institutions are
participants in. That is obviously the most important function the
regulator has.

Senator ALLARD. I think the farm loans or the home loan, at
Farmer Mac, as well as the Fannie Mae and Freddie Mac have all
had in the past, at some time or another, some problems with bad
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debt. Do you think it is the appropriate role of Government to come
in and bail them out when they have debt problems like that or
is it that you do not have any choice? Are we absolutely required
to?

Mr. ABERNATHY. I do not think that we are required to. I think
that we have tried to make it very clear, and——

Senator ALLARD. Well, let me put it this way. Does the ‘‘too big
to fail’’ principle come in line, and we simply have to bail them out
in order to sustain the economy?

Mr. ABERNATHY. Yes. I think, on many occasions, we have tried
to emphasize the fact that there is no Federal guarantee standing
behind any of the obligations of the Government Sponsored Enter-
prises. And those who invest in their debt or in their stocks, where
they are publicly traded stocks, they have to evaluate just what is
the risk involved with those securities and should not take into ac-
count thoughts that there is some Federal guarantee.

Now, what would happen if one of those institutions was on the
point of failure? Frankly, we have good regulators, hopefully, to
prevent that from happening, to make sure that there is adequate
levels of capital maintained by each of these institutions and that
the——

Senator ALLARD. How do we make sure that happens?
Mr. ABERNATHY. The best way to do that, I think, is by a system

of ongoing, on-site examination. We have a lot of enthusiasm for
the steps that Chairman Korsmo has brought to pass on the Fed-
eral Housing Finance Board to beef up that examination pool.

Senator ALLARD. Does that mean bringing all of the regulators
into one, uniform approach?

[Laughter.]
Mr. ABERNATHY. Well, I will let Secretary Snow give his views

on that, if I may.
Senator ALLARD. Mr. Korsmo, would you respond to that.
Mr. KORSMO. Obviously, Secretary Abernathy has a larger re-

sponsibility, and my context is to focus on the Federal Home Loan
Bank System, and I have ducked the question as effectively, as
Secretary Bunning will tell you, perhaps not as effectively, but I
have made the effort.

Let me say one thing, however, I think there is a——
Senator BENNETT. At least as often.
Mr. KORSMO. At least as often. Thank you, Mr. Chairman.
[Laughter.]
Let me say one thing, in terms of a pro and con, I think the argu-

ment in favor of a single regulator will be how will the larger mar-
ket look at the particular Government Sponsored Enterprise who
is not subject to the same regulatory oversight in terms of site, as
opposed to quality that is not included in that process.

The flip side of that, of course, is the familiarity that a particular
regulator can develop with the policies, practices, and institutions
over which that regulator has responsibility is certainly easier if it
is focused on a particular entity. I think there is some concern, and
I do not mean to speculate on this part, but I think there is some
concern among the Federal Home Loan Banks what would happen
to us if we were buried, if you will, with Fannie Mae and Freddie
Mac.
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And I think that is perhaps a legitimate concern, but I too will
wait for Secretary Snow’s view tomorrow.

Senator ALLARD. Mr. Chairman, I was going to yield some time
for my colleague, the Senator from Kentucky, but I see my time
has expired.

Senator BENNETT. Senator Miller has joined us, so we will go to
Senator Miller and then come back to Senator Bunning.

COMMENTS OF SENATOR ZELL MILLER

Senator MILLER. I do not think I want to just get here and start
to speak. Let me listen for a while, Mr. Chairman.

Senator BENNETT. Okay.
Senator BUNNING. I just have one question, Mr. Chairman.
Senator BENNETT. Sure. Senator Bunning.
Senator BUNNING. Secretary Abernathy, you made the statement

about oversight and watching closely those entities, GSE’s particu-
larly. I am going to bring the TVA back to you. They are unregu-
lated by anyone. No one, except these three commissioners, has
anything to say about TVA. They sell up to $30 billion worth of
debt. It is AAA because everybody else thinks that it is backed by
the full faith and credit of the U.S. Government.

FERC, who oversees almost every other entity in electric genera-
tion, has not one thing to say about the TVA. I suggest that the
Treasury makes very sure that if you are going to include people
in oversight and regulation that you look at a GSE called the TVA,
which is unregulated and governed by three people.

Senator ALLARD. That is a powerful argument, Senator. Thank
you. We will look at it.

Senator BENNETT. Thank you, both.
Secretary Abernathy, you made note in your comments that

Freddie Mac has so far failed to register, in spite of the fact that
they promised.

Senator ALLARD. And I will say, if I could, Mr. Chairman, we
have no doubt about Freddie Mac’s willingness and intention to
comply. We are eager to see it happen as soon as possible, but we
have no doubts that they will comply.

Senator BENNETT. Very good.
Thank you, both. We appreciate your testimony here today, and

we appreciate your service to the Nation in the various positions
that you hold.

Mr. ABERNATHY. Thank you, Mr. Chairman.
Senator BENNETT. We will look forward, with great interest, to

Secretary Snow’s answers to the questions you have so artfully
dodged here today.

[Laughter.]
Mr. ABERNATHY. Thank you, Mr. Chairman.
Mr. KORSMO. Thank you, Mr. Chairman.
Senator BENNETT. We now move to our second panel.
We are going to hear from them in this order, regardless of

where their name tags go. We will hear first from Norman B. Rice,
who is the President and CEO of the Federal Home Loan Bank of
Seattle; Mike Middleton, the President and CEO of the Community
Bank of Tri-County, Waldorf, Maryland. Senator Sarbanes had
hoped to be here, Mr. Middleton, to introduce you to the Com-
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mittee, and he may yet appear. If he does, we will take appropriate
notice of that.

Sheila Bair, who is the Dean’s Professor of Financial Regulatory
Policy at the Isenberg School of Management at the University of
Massachusetts. Sheila is well known to this Committee and its
Members and staff; Terry Smith, President of the Federal Home
Loan Bank of Dallas; and David Hemingway, Executive Vice Presi-
dent of Zions First National Bank in Salt Lake City, Utah.

I must exercise the hometown prerogative of introducing Mr.
Hemingway to the Committee. He has been a witness before the
Committee before on other issues and is very knowledgeable. I do
recall a conversation with one of my colleagues in the House about
an issue where Zions Bank was involved, and the House Member
said to me, ‘‘Now, let us see, was that Roger Zion that owns that
bank?’’

And I said, ‘‘No, it was Brigham Young that started that bank.’’
[Laughter.]
And Zion has a reference to something other than a family. With

that, we welcome you all, and, Mr. Rice, we will start with you.

STATEMENT OF NORMAN B. RICE
PRESIDENT AND CHIEF EXECUTIVE OFFICER

FEDERAL HOME LOAN BANK OF SEATTLE

Mr. RICE. Good afternoon, Mr. Chairman and Members of the
Subcommittee. I am Norman B. Rice, President and Chief Execu-
tive Officer of the Federal Home Loan Bank of Seattle, and I would
like to thank Chairman Bennett and the Subcommittee for the op-
portunity to provide my perspective on the critical role the Federal
Home Loan Banks play in building strong communities and
healthy economies across America.

The 12 Federal Home Loan Banks have a long history of service
and accountability to the more than 8,000 financial institutions we
serve, to the millions of individuals and families we help realize the
American Dream of homeownership, and to the regulators and
Congress who oversee our system.

It is not the history of our Banks that I want to talk about this
afternoon. Where we have been and what we have accomplished as
a Bank System is significant and well documented. My focus is on
the relevance of the Bank System today—and in the future—and
the essential role we play on behalf of our financial institution
members, and the economic health of our country.

I will start with what I consider to be the most important ele-
ment of the Federal Home Loan Banks. We are a cooperative. Our
members own the Bank System, and we are accountable to them.
These are the Banks, credit unions, thrifts, and other institutions
that give our communities critically needed access to credit. These
are the risk-takers whose leadership and resources build stronger
towns, cities and, to a very real extent, a stronger Nation.

They are able to do that as part of a cooperative that provides
each member, small and large, the same access to a stable, low-
cost, and reliable source of wholesale funding. No other housing
GSE or financial institution can replicate our System’s unique part-
nerships of bank, member, and community.
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As I sit here before you today, the Federal Home Loan Banks
and the housing GSE’s are facing significant challenges and
changes regarding their business practices, regulatory structure,
and mission-based programs and activities. In the weeks and
months ahead, as this Subcommittee and other Members of Con-
gress debate the future of the Federal Home Loan Banks and the
housing GSE’s, I would like to offer some questions and principles
for you to consider in your discussion, as well as clear evidence of
the powerful impact our bank system has on the economic health
of our country.

Over the course of any week, I am asked by a number of people
what the Federal Home Loan Bank of Seattle is and what it does.
And my short answer is this: We help ensure that Americans have
homes and a stable local economy. That is a good quick response
for anyone unfamiliar with the Home Loan Banks, but for the pur-
pose of our discussion today, I would like to offer a more com-
prehensive—and slightly different—way to look at the value and
the benefits provided by the Bank System.

Imagine, if you will, our country with the 12 Home Loan Banks
and then consider the following: The Bank System extends nearly
a half-trillion dollars in advances, what we call loans, to our mem-
ber financial institutions annually, strengthening those local econo-
mies, and homeownership. Imagine those dollars gone.

Since 1991, the Federal Home Loan Banks have awarded $1.6
billion in Affordable Housing Programs grants, helping to create
360,000 low-income housing units across the country. Imagine
those homes gone.

Since 1990, the Bank System has provided nearly $36 billion in
reduced-rate, long-term loans for low-income housing and economic
development. Imagine those dollars, and homes, and businesses
gone.

Now, imagine the collective impact on our national economy. I
would urge you to ask yourselves how would your local banks com-
pete if they did not have access to the capital markets? Where
would your constituents go to get loans to buy homes and run their
businesses? Now, go one step further. If the housing GSE’s did not
exist today, what would you put in their place? I believe you would
come back to something that looked a lot like the Federal Home
Loan Bank System as it is, and here is why.

The Bank System is funded entirely through private capital. The
cooperative is built by private owners who have put more than $36
billion of their own money at risk to capitalize the system. The
Bank System is cooperatively owned to support, rather than com-
pete, with the private marketplace. Our stock is not publicly trad-
ed, and we do not have third-party investors pulling out value. The
Bank System is organized by region, ensuring that each Bank is
connected and responsive to local markets.

The Bank System pays its fair share of taxes. The Home Loan
Banks carry a special tax burden that cannot be sheltered and is
equivalent to a Federal corporate tax rate. The Bank System has
been required, since 1989, to pay off the REFCORP debt and pro-
vide 10 percent of its net income in support of low-income housing.
This is the single largest private source of housing subsidy in the
United States.

VerDate 11-MAY-2000 18:52 Jun 03, 2005 Jkt 000000 PO 00000 Frm 00026 Fmt 6633 Sfmt 6633 21384.TXT SBANK4 PsN: SBANK4



23

The Bank System is a critical source of liquidity through all
parts of the economic cycle. So this country’s network of community
banks relies on our capacity to access the capital markets on their
behalf.

The Bank System has the capacity to innovate and keep pace
with an evolving financial services industry. This is why we offer
mortgage purchase programs. Our members have told us they can
better serve homebuyers and local markets if there is more com-
petition in the secondary mortgage market. It is no accident that
our program volume has accelerated from zero to almost $100 bil-
lion.

As you can see, it is not a difficult task to illustrate the benefits
provided by the Home Loan Banks. Today, as one of the 12 Presi-
dents within the System, I stand committed to work with you to
further the mission and the vision of our Bank System and meet
the evolving needs and issues facing our housing GSE’s.

On the matter of consolidation of GSE regulators, whether or not
Congress determines that a single regulator is the appropriate di-
rection or not, all three housing GSE’s must have strong, consistent
regulatory oversight to ensure both safety and soundness and mis-
sion achievement. There can be no debate on this point.

And that means it is time to straighten out the wide variety of
requirements and oversight regarding the housing GSE’s. For ex-
ample, why did two housing GSE’s have lower capital requirements
than the 12 Home Loan Banks which carry less credit risk? Why
is there inconsistent mission oversight, with the Home Loan Banks
delivering cash grants, while the other housing GSE’s hit a dif-
ferent set of affordable housing goals?

What public policy goal is advanced when roadblocks are put in
front of our Bank System, when we respond to our members’ stated
desire to have greater competition in the secondary mortgage mar-
ket, and when, in fact, those roadblocks actually hinder our ability
to drive more funding to our member financial institutions and
their communities? I have heard it called ‘‘mission creep,’’ but from
my point of view, it is more like ‘‘mission leap.’’ When our mortgage
purchase programs are allowed to grow, they allow us to take sig-
nificant steps toward fulfilling our mission and not walking away
from it.

I want to be clear today that I believe the onus for strengthening
our system lies not only with Congress and regulators, but also
with the Home Loan Banks themselves. We need to continue to
step up and accept the risk in our System and our industry and
embrace the fact that more intense public oversight is inevitable.
We welcome that public oversight because, if done smartly, it will
strengthen our Bank System, ultimately, and the economy of this
country.

In closing, I would like to leave you with five principles that I
believe should inform your discussions and decisions in the months
to come:

One, private capital is the most effective cushion to guard the
public against the risks inherent in our enterprises. As a coopera-
tive, the Home Loan Banks are capitalized by their customers who
monitor risk-taking in a way that third-party shareholders cannot.
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Two, insist on competition among housing GSE’s, rather than
competition with the private financial services industry.

Three, demand that more of the value created by the housing
GSE’s be delivered to the housing finance system and consumers,
rather than private investors.

Four, demand consistent strong and smart regulatory oversight
for all housing GSE’s and recognize the critical differences between
the Bank System and publicly traded housing GSE’s.

And last, but not least, demand an intense focus on our mission,
hold us accountable, and keep in mind what America would look
like if the Federal Home Loan Banks did not exist.

That concludes my remarks, and I thank you, again, for allowing
me to testify today, and I will be happy to answer questions at the
appropriate time.

Senator BENNETT. Thank you very much. We appreciate that.
Mr. Middleton.

STATEMENT OF MICHAEL MIDDLETON
VICE-CHAIRMAN, FEDERAL HOME LOAN BANK OF ATLANTA

CHAIRMAN AND CHIEF EXECUTIVE OFFICER
COMMUNITY BANK OF TRI-COUNTY, WALDORF, MARYLAND

Mr. MIDDLETON. Good afternoon, Chairman Bennett, Senator
Bunning, Senator Miller and, hopefully soon, Senator Sarbanes.

[Laughter.]
Thank you for the opportunity to discuss something that——
Senator BENNETT. You are among friends, even if he is not here.
[Laughter.]
Mr. MIDDLETON. He is a good friend.
Thank you for the opportunity to discuss something that is very

important to my business and my community, which is the Federal
Home Loan Bank System. I am Michael Middleton, Chairman and
CEO of the Community Bank of Tri-County, which is a $300-mil-
lion community bank located in Waldorf, Maryland.

I serve as Maryland’s elected Director to the Federal Home Loan
Bank of Atlanta’s Board, and I am honored to serve as Vice Chair-
man on that Board. I am also a Member of the Board of the Coun-
cil of the Federal Home Loan Banks.

I am testifying today on behalf of the Federal Home Loan Bank
of Atlanta. Mr. Chairman, while I have covered details in my writ-
ten testimony, I would just like to highlight some of the more im-
portant issues.

As a member and a long-time user of the Federal Home Loan
Bank advances, as well as other products, as well as a Director to
the Atlanta Bank, I have gained a broad perspective on the system,
and I hope it will be of use to the Subcommittee.

The Community Bank of Tri-County serves southern Maryland.
Our customer base draws from a broad economic range. We tailor
our services and our products to meet the needs of our commu-
nities, while competing with larger regional and national financial
institutions.

At my bank, we take our CRA responsibilities very seriously.
Many community banks, are faced with the challenges of meeting
their CRA requirements. And the Federal Home Loan Banks pro-
vide us with the tools and the skills to meet those challenges.
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The Federal Home Loan Bank System helps level the competitive
playing field in many, many ways. As GSE’s, the 12 Federal Home
Loan Banks were created to stabilize and improve the availability
of funds to support homeownership. Today, capitalized by the coop-
erative stock of its member owners, the Banks still fulfill that mis-
sion. The Banks and their members are the largest source of resi-
dential and community development credit in the United States.

Through the work of many on this Committee, including Sen-
ators Hagel, Johnson, and Bayh, to modernize the Federal Home
Loan Bank System in the Gramm-Leach-Bliley Act, it helped direct
and expand the reach of the Banks and their members by providing
critical residential community development credit to rural and
urban communities.

I believe it is important to note that the Federal Home Loan
Bank is the only institution in the United States that fulfills this
mission. The Banks are a stable, low-cost, reliable source of short-
and long-term funding. For the many small and medium-sized com-
munity banks, the Federal Home Loan Banks are essential because
direct borrowing from the capital markets is not a
viable option for us.

The Bank System enables us to remain independent and to con-
tinue to be an economic engine in our communities. That, of course,
translates into jobs.

The Federal Home Loan Banks developed their programs in
response to their members. For example, in response to member
demand, the Atlanta Bank now offers both the MPP and the MPF
Acquired Member Assets Program. The Bank’s members that use
these programs are pleased that they have yet another financial
tool in delivering competitive credit products.

Like the advance programs, the AMA programs, again, help level
the competitive playing field for community banks. At my bank,
Community Bank of Tri-County, we rely on Atlanta’s programs to
deliver financial service to our communities. Like many other
areas, our communities need more affordable housing, improved
medical school, and volunteer and rescue support facilities. The
Federal Home Loan Bank is often an invisible, but vital, partner
fulfilling these needs.

Community Bank has partnered with nonprofit CDC’s in using
the Federal Home Loan Bank programs to create layered funding
that supports affordable housing and infrastructure development.
We do this with programs, like the AHP, or the Atlanta Bank’s
EDGE program. These, and similar Federal Home Loan Bank pro-
grams, make affordable housing and community development
projects economically feasible in communities such as mine.

A good example of this is the Yardley Hills project in Calvert
County, Maryland. I am sure Senator Sarbanes is familiar with
that section of Maryland. That project, as an example, used $2.7
million in complex, layered funding through our partnership with
the Atlanta Bank’s AHP.

In another project, we used the EDGE program to provide the
Jarboe Family Head Start Center in St. Mary’s County with per-
manent funding, when other traditional banking sources of larger
regional banks became unavailable.
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The Federal Home Loan Banks also helped their members pro-
vide other needed forms of community development credit. Commu-
nity Financial Institutions, CFI’s, may now pledge, as collateral for
advances, small business, small farm, and small agribusiness
loans. This may allow smaller institutions, particularly in rural
areas, to better serve the community development credit needs of
their neighborhoods and their farmers.

I strongly believe that the Federal Home Loan Bank System is
able to provide these important benefits because of its dynamic
membership of both large and small institutions and its regional,
decentralized, and cooperative structure. I can say, unequivocally,
that without the Federal Home Loan Banks and the programs they
provide, it would be far more difficult for my bank, and the thou-
sands of other community banks, to remain independent, competi-
tive, and capable of extending important housing and community
development credits.

I have given you examples of why the Federal Home Loan Bank
System is so vital for community banks like mine, but I am also
a Member of the Board of Directors of the Federal Home Loan
Bank in Atlanta, and that imposes additional important respon-
sibilities.

The Atlanta Bank and its Board support the Administration’s po-
sition that housing GSE’s should provide complete and transparent
financial disclosures that constitute the best of class. That is why
we, along with other Federal Home Loan Banks, have been work-
ing with all relevant parties to resolve the specific issues presented
by the Federal Home Loan Bank statutory mission, cooperative
structure, and joint several liability.

In fact, the Atlanta Bank will file its annual financial reports for
2003 in SEC 10–K format.

Senator BENNETT. Could you summarize?
Mr. MIDDLETON. Thank you.
I will tell you what. This is the summary.
Senator BENNETT. All right.
Mr. MIDDLETON. I am sorry if I have taken too much time of the

Committee.
As a director, I want the Atlanta Bank to meet the highest

standards of disclosure. At the same time, and this is an important
distinction, as a director, I have an obligation to the member own-
ers of the FHLB to be certain that the disclosures are administered
in a manner that would not impair the mission or the operation of
the Bank or increase its cost of funds.

Again, as a director, if I vote to voluntarily register the Atlanta
Bank’s equity with the SEC, not only do I assume additional per-
sonal, civil, and criminal liabilities for the relevant statutes, but I
also assume a liability to our members for my decision to voluntary
register.

Thus, it is most compelling that the critical issues have been sat-
isfactorily resolved and sustainable written agreements reached.
Reasonably known issues, critical accounting issues, must be re-
solved in a way that all Federal Home Loan Banks and their mem-
bers can rely on going forward without the threat of quarter-to-
quarter, year-to-year reconsideration with each SEC filing.

And there I will abbreviate my text. Thank you, Senator.
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Senator BENNETT. Thank you very much.
Mr. MIDDLETON. It has been a great opportunity.
Senator BENNETT. Yes. We will be happy to put the entire state-

ment in the record.
Mr. MIDDLETON. Thank you.
Senator BENNETT. Ms. Bair, again, welcome to the Committee,

where you are well-known and spent a good portion of your career
working on both sides of the aisle.

STATEMENT OF SHEILA C. BAIR
DEAN’S PROFESSOR OF FINANCIAL REGULATORY POLICY

ISENBERG SCHOOL OF MANAGEMENT
UNIVERSITY OF MASSACHUSETTS

Ms. BAIR. Thank you, Mr. Chairman. It is good to be back. Sen-
ator Bunning and Miller, thank you for being here.

It is a pleasure to appear before you today to assist you in your
oversight of the Federal Home Loan Bank System. It is in the spir-
it of System supporter that I come to you this morning to raise two
issues that I believe warrant your attention: Multidistrict member-
ship and expansion of the System’s mortgage acquisition programs.

These issue are important because their resolution will help de-
termine the future of the System and its long-term stability. They
are examined in detail in a paper I recently completed that was
funded by a grant to the School of Management from the Fannie
Mae Corporation, which I would like to submit for the record.

Senator BENNETT. Without objection, it will be put in the record.
Ms. BAIR. Thank you.
Ms. BAIR. Thank you. The conclusions reached in the paper are

my own and do not reflect the views of the research sponsor.
After summarizing my paper, I will make some general observa-

tions about the FHLB systems regulatory structure in relation to
efforts underway to improve safety and soundness regulation of
Fannie Mae and Freddie Mac.

Recent industry consolidations have prompted some to call for al-
lowing members to belong to more than one district Federal Home
Loan Bank.

My primary objection to multidistrict membership is that Con-
gress, not the FHFB, should decide whether such a fundamental
change should be made to the System’s historic regional and coop-
erative nature. I am also concerned that multidistrict membership
could have a destabilizing influence on the System. Multidistrict
membership would allow large institutions to ‘‘shop’’ their advance
activity among multiple FHLBanks, but because all of the
FHLBanks raise funds in the same way, their ability to compete,
based on price, will be limited. As a consequence, they will likely
compete on collateral and credit standards. Allowing one member
to have multiple relationships with FHLBanks would also increase
operational risk, since the System lacks safeguards to obviate the
multiple pledging of collateral or the prospect of competing blanket
liens. Moreover, allowing multiple memberships could increase
large borrow activity in the System as a whole, thus, exacerbating
large borrower concentrations. Nearly 24 percent of all advance ac-
tivity is already concentrated in the System’s 10 top borrowers.
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Multidistrict membership would, by definition, help only institu-
tions large enough to take advantage of it, and fundamentally alter
the basic concept of the System—a cooperative of regional banks
existing to serve the funding needs of institutions headquartered in
their districts. Moreover, given the seismic consolidation activity
that occurred in the 1980’s, which the System weathered quite
well, it is difficult to see why current consolidation activity should
provide the impetus for such a dramatic restructuring.

The System’s mortgage acquisition programs also primarily bene-
fits the System’s largest members. Begun in 1997 as a small pilot
capped at $750 million, these programs have grown exponentially.
The System now holds $90 billion worth of mortgages in portfolio,
representing over 10 percent of its assets.

There is nothing in the System’s legislative history or author-
izing statute that grants authority for direct mortgage purchases,
and the other two major housing GSE’s—Fannie Mae and Freddie
Mac—were established and chartered by Congress expressly for
that purpose. Congress, not the individual FHLBanks or the
FHFB, should decide whether it wants the System to be a major
player in the secondary mortgage market, and if so, the terms and
limitations that should apply.

The risk associated with mortgage acquisition are distinctly dif-
ferent from those associated with the System’s traditional role of
making fully collateralized advances. Advances have prepayment
penalties and call features that allow the FHLBanks to effectively
manage their interest rate risks. Different, more complex, tools are
needed for the interest rate/prepayment risk presented by mort-
gages held in portfolio. Operational risk is also significant. There
is a serious question as to whether the System has sufficient num-
bers of qualified staff or infrastructure needed to manage even the
day-to-day risk associated with secondary mortgage market partici-
pation. Regarding credit risk, the mortgage acquisition program’s
proponents boast that the originators, not the FHLBanks, retain
the credit risk. In truth, the originators provide credit enhance-
ments that are only as good as the FHLBanks require them to be
based on their own interpretation of historical default data, which
again is outside the traditional mission and expertise. It is telling
that a recent FHFB proposed rulemaking, now withdrawn, would
have eliminated one of the program’s most important tools in man-
aging credit risk; the requirement that pools of purchased mortgage
assets, achieve an investment grade rating from an independent
rating agency.

No adequate public policy basis has been advanced for the Sys-
tem’s foray into this new, riskier line of business. Though pro-
motional materials for the programs claim that they are designed
to help smaller institutions, available data suggests that they are
being run overwhelmingly for the benefit of large originators. Ac-
cording to trade journal reports, the top five mortgage originators
sold $42.7 billion in mortgages to the FHLBanks in 2002. Assum-
ing the accuracy of this report, these five institutions would ac-
count for almost all of the $45.7 billion in FHLBank mortgage ac-
quisitions in 2002.

Questions about the capability of the System to manage new
risks associated with multidistrict membership and mortgage ac-
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quisition programs are heightened by longstanding weaknesses in
the FHFB examination process, identified by the GAO in 1998 and
again in 2002. Though the FHFB has taken a number of steps to
address these weaknesses, including increasing the number of ex-
aminers and putting greater focus on major risk and the quality of
controls at FHLBanks, the GAO found, in a report released last
February, that it is still too soon to evaluate the effectiveness of
these measures. We heard from Chairman Korsmo earlier that they
are now up to 17 examiners, with plans to increase that total to
24 by 2004, and I believe he said 30 by the end of 2005. However,
according to its fiscal year 2003 budget, only $9.7 million of its $27
million budget was allocated for the Office of Supervision. By way
of comparison, Treasury’s two bank regulatory bureaus, the Office
of the Comptroller of the Currency and the Office of Thrift Super-
vision, were typically assigned teams of 20 to 30 examiners to each
of its large institutions, and will spend 70 to 80 percent of their
budgets in direct support of supervision.

More fundamentally, the structure of the FHFB suffers from
many of the same defects now being scrutinized at the Office of
Federal Housing Enterprise Oversight. It is a small, low-profile
agency that simply cannot attract and retain the quality of staff
that it needs. It exists outside the financial regulatory mainstream
and, thus does not benefit from the routine, day-to-day interaction
that occurs among the major bank regulatory agencies. It is respon-
sible for only 12 banks, plus the Office of Finance, and narrow con-
stituent base that creates the perception of ‘‘captive regulator.’’
Other major financial regulators have a much broader regulatory
base, and their actions are generally reflective of the views and in-
terests of diverse and competing constituencies. When a regulator’s
jurisdiction is confined to a small group of closely aligned institu-
tions, the pressure and input it receives can become narrowly fo-
cused and one-sided. It becomes difficult for that regulator to stay
objective and ‘‘above the fray.’’

Should a new agency be created at the Treasury Department for
oversight of Fannie Mae and Freddie Mac, I believe it would be a
stronger agency if it also included oversight of the FHLB System.
The new regulator would have a bigger, better view of the housing
finance market and would be in a better position to evaluate the
advantages and dangers of the major housing GSE’s competing di-
rectly with each other in the same lines of business. From the
standpoint of systemic risk and taxpayer exposure, it is just as im-
portant to the Government for the FHLB System to have quality
safety and soundness oversight, as it is for Fannie and Freddie. At
year-end 2002, the System had $668 billion in outstanding debt,
compared to Fannie’s $884 billion and Freddie’s $644 billion. It en-
joys the same implied Government guarantee, with an even more
generous line of credit from the U.S. Treasury.

The competitive impact on FHLB funding costs should also be
weighed in the balance when considering whether to merge the
FHFB into the new agency. The creation of a credible, high-quality
GSE regulator within the Treasury will likely receive a positive re-
action in the capital markets, which could reduce Fannie and
Freddie’s funding costs. If the FHLB System is left out, that could
widen spreads between FHLBank securities and those issued by
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the enterprises. Wider spreads would in turn mean the higher cost
of funds for the FHLBanks, which would adversely impact the price
of advances and ultimately raise costs for homeowners.

Strong momentum is building with the creation of a credible,
high-quality regulator within the Treasury Department to replace
OFHEO. Now would be a propitious time for the Congress to con-
sider whether oversight of the FHLB System should also be placed
under this new regulator. To be sure, there are important policy
determinations that Congress needs to make regarding the FHLB
System’s mission and future, and it is important not to impede the
momentum behind the transfer of OFHEO’s safety and soundness
functions. However, concurrent action could assure quality regula-
tion of all three major housing GSE’s and prevent a widening of
spreads which could further weaken the System.

Thank you, Mr. Chairman.
Senator BENNETT. Thank you very much.
Mr. Smith, we appreciate your being here.

STATEMENT OF TERRY SMITH
PRESIDENT, FEDERAL HOME LOAN BANK OF DALLAS

Mr. SMITH. Mr. Chairman, Senator Sarbanes, Senator Bunning,
I appreciate the opportunity to speak to you today about the Fed-
eral Home Loan Banks. My name is Terry Smith. I am the Presi-
dent of the Home Loan Bank of Dallas. I am pleased to provide an
update on the Bank’s activities and our progress implementing the
Home Loan Bank provisions of Gramm-Leach-Bliley. My written
statement includes an overview of a range of issues related to those
banks, and since my colleagues are addressing some of those same
issues, I will limit my oral remarks and ask that the remainder of
my statement be accepted for the record.

Senator BENNETT. It shall be printed in the record.
Mr. SMITH. Thank you.
I would like to stress four points related to the Federal Home

Loan Banks.
First, the Banks are a valuable resource for more than 8,000

member financial institutions, representing 78 percent of all FDIC-
insured depository institutions. Those members, primarily commu-
nity banks and thrifts, use the Banks’ advances and housing
programs to meet the mortgage and community lending needs of
their local markets and use our affordable housing programs to
make housing more affordable for thousands of low-income families
in those communities. This is our primary purpose, and we are
proud of our accomplishments.

Second, the Banks continue to be financially strong and conserv-
atively managed cooperative institutions. The Banks are well cap-
italized, maintaining capital asset ratios between 4 and 5 percent.
The Banks’ advances are fully collateralized, allowing the Banks to
maintain their enviable record of never having suffered a credit
loss on a member advance in their 71-year history.

The Banks also manage interest rate risk very conservatively,
using derivatives in a very precise and prudent way to minimize
the difference between the maturities of their assets and liabilities.
These risk management practices enable each of the Banks individ-
ually to maintain a AAA rating and for the Banks collectively to
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enjoy the same high ratings on their consolidated obligations, the
debt of the 12 banks issued jointly.

Third, the Banks’ cooperative corporate structure reinforces our
conservative approach to risk management and eliminates many of
the incentives that a publicly traded company might have to in-
crease its risk profile in hopes of achieving higher returns for its
shareholders. There is no stock compensation for management, di-
rectors, or employees of the Banks.

Only members may purchase a Bank’s capital stock, which they
do in order to obtain access to the Bank’s products, and not pri-
marily as a stand-alone investment. The price of a Bank’s capital
stock does not fluctuate, but can only be purchased or repurchased
at its par value.

Members expect stability, reliability and consistency of divi-
dends, and credit product pricing, rather than a high yield. And
our boards of directors are structured to ensure that outcome.

No members of management serve on the board of directors. A
majority of each bank’s directors are elected representatives of
member institutions, primarily from community financial institu-
tions, who have a vested interest in the Bank’s long-term viability
and stability. The remaining directors are public interest directors
appointed by the Finance board.

Fourth, the Banks are subject to rigorous safety and soundness
oversight and regulation. Finance Board regulations govern every
facet of the Bank’s operations, from advances pricing to eligible col-
lateral, to risk management, to capital plans, to directors’ respon-
sibilities, and so on.

The Finance Board also collects and monitors financial and risk
management data from the Banks each month, performing ongoing
reviews of various aspects of the Bank’s operations and conducts
annual on-site examinations of all 12 Home Loan Banks.

When Congress enacted the Gramm-Leach-Bliley Act in 1999, it
included several provisions related to the Banks’ operations. The
new law provided for universal voluntary membership and equal
access to the Banks for all types of financial institutions. It estab-
lished a framework for more permanent capital structure that in-
cludes total leverage- and risk-based capital requirements for the
Bank for the first time.

It also expanded the types of collateral the community banks can
pledge to secure advances which has allowed those institutions to
take greater advantage of their access to the Banks and to meet
the credit needs of their communities.

These changes have, and will continue to have, a positive impact
on the Banks’ ongoing ability to fulfill their statutory role and to
do so safely and soundly.

I would be happy to answer questions of the Committee at the
appropriate time.

Senator BENNETT. Thank you.
Mr. Hemingway.
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STATEMENT OF DAVID W. HEMINGWAY
DIRECTOR, FEDERAL HOME LOAN BANK OF SEATTLE

EXECUTIVE VICE PRESIDENT
ZIONS FIRST NATIONAL BANK, SALT LAKE CITY, UTAH

Mr. HEMINGWAY. Thank you. Good afternoon, Chairman Bennett
and Senator Sarbanes.

My name is David Hemingway, and I am Executive Vice Presi-
dent of Zions First National Bank, based in Salt Lake City, Utah.
I am also a Member of the Board of Directors of the Federal Home
Loan Bank of Seattle.

I would like to thank Chairman Bennett and the Subcommittee
for the opportunity to speak this afternoon on behalf of the Federal
Home Loan Bank System.

First, I would like to discuss why Zions Bank and other regional
and community financial institutions across our country use the
Home Loan Banks and then address the issue of corporate govern-
ance and the responsibility within the Bank System.

In 1932, the Bank System was created to provide liquidity to the
savings and loan industry. At that point in history, there was no
secondary market for mortgages, and the S&L’s needed a way to
borrow against the mortgages in their portfolio, so the Federal
Home Loan Bank System was created, providing low-cost advances
to meet the needs of community financial institutions and their
customers.

This need for liquidity in our Nation’s network of community
banks is as real today as it was in 1932, and the only housing GSE
that can meet this need is the Federal Home Loan Bank System.
Let me briefly explain how this works.

Banks accept deposits, as you all know, and then make loans
with a portion of those deposits. The deposits not invested in loans
are invested in securities, such as U.S. Treasury notes.

There is no rule that says, in the real world, that deposits will
always be greater than the loans outstanding in a financial institu-
tion. These fluctuate from day-to-day. There is also no rule that
says depositors cannot withdraw their funds at will simply by writ-
ing checks.

So, in the case of Zions First National Bank having the balance
in Zions’ checking account at the Federal Reserve Bank of San
Francisco, where banks have their checking accounts in the Fed-
eral Reserve System, having that balance increase or decrease by
$200 to $300 million in a day is not unusual. And a bank is trying
to manage its checking account the same way as you might be
managing your own checking account, and a fluctuation of a couple
of hundred million dollars is something to be noticed.

Zions has a $1-billion liquidity line from the Federal Home Loan
Bank of Seattle. Now, this line of credit from the Federal Home
Loan Bank overdraft protection is secured with mortgages, first
mortgages, in Zions First National Bank’s loan portfolio of about
$1.2 billion. When Zions’ depositors withdraw $300 million in a
day, and I assure you this does happen on a regular basis, we call
up the Federal Home Loan Bank of Seattle and borrow $300 mil-
lion overnight to replace those deposits until they can be replen-
ished in the normal course of business. Now, no other GSE or
financial partner can provide or does provide this type of service.
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Another area where the Bank System is unique is in providing
liquidity in the form of low-cost and long-term loans to regional
and community banks that do not have access, and I think the im-
portant part here, is do not have access to the capital markets
which most community banks do not have access or even smaller
regional banks.

Developers of low-income housing projects need long-term fixed-
rate loans. The only source of long-term low-cost liabilities for a
community bank is the Bank System advance. I have often said
that the Home Loan Banks are the savior of our regional and com-
munity banks. The System, with its GSE status, AAA rating, coop-
erative equity structure, and low overhead is the best, and in many
cases, the only source of low-cost long-term liquidity for regional
and community banks.

I would respectfully and forcefully request that no changes be
made to the basic structure of the Bank System which was created
to address a very real problem of liquidity for our country’s finan-
cial institutions, a problem that the Federal Home Loan Banks con-
tinue to solve every day.

I will now address the issue of corporate governance and the re-
sponsibility within the Bank System.

As both a community banker, for the better part of three dec-
ades, and as an elected board member of the Seattle Bank, the
issue of board governance is of paramount importance to the finan-
cial institutions and communities we serve, and to me, personally.

As a director, I have been elected by the bankers of Utah to
watch over their investment in the Seattle Bank. While I am not
alone in that role—I share it with 17 other directors, and the man-
agement team of the company—I consider it my job to ensure that
the financial management of this $47-billion bank is effective over
the long-term, including proper stewardship of our shareholders’
capital. That is a staggering responsibility when you consider that
the funding provided within the Seattle Bank district fuels housing
finance, affordable housing initiatives, and economic development
in communities from Pago Pago to Walla Walla, Washington, to
Blanding, Utah.

When I was elected to serve as a director, I understood the crit-
ical importance of my role and what I needed to bring to the Board;
namely, my personal integrity and accountability, my financial
services and community banking experience.

We are all aware that a quantum shift has occurred in how
American corporations, large and small, privately held or publicly
traded, must be run. We share with our regulator the Federal
Housing Finance Board, the Treasury, and Congress, the sense of
urgency that is so pervasive today regarding the need for increased
accountability, and we have worked hard over the last several
years to significantly strengthen the leadership and oversight of
our Banks.

Over the course of the last year, the Seattle Bank board has cre-
ated, adopted, and publicly disclosed a set of core principles and
guidelines relating to board governance. In addition, we have re-
aligned our board committee structure to more effectively oversee
all facets of the Bank’s operations, upgraded education and train-
ing for all directors, and created a website that provides directors
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with faster access to a wide range of information critical to their
board roles.

Our regulator, the Federal Housing Finance Board, is also dili-
gent in overseeing and supporting sound corporate governance
practices across the Bank System. The Finance Board just recently
completed a horizontal review designed to assist the Agency in di-
recting and developing its supervisory and regulatory initiatives.
The Finance Board interviewed management and board members
and reviewed a wide range of bank documents with respect to the
board policies, practices, and decisions.

Key questions asked by the Finance board include:
Does your board audit committee provide sufficient oversight of

internal and external auditing functions?
Is the audit function independent, reporting only to the board,

and is it supported appropriately by directors?
Does the board ensure that material risks are accurately and

consistently assessed by management and reported to the board, in
compliance with regulation and prudent practices?

I am pleased to say that Seattle Bank has ‘‘yes’’ answers to each
of these questions, but that is today. The board’s job is to ensure
that we have ‘‘yes’’ answers tomorrow, the next day and next year.

As one of 216 bank directors of the various different Banks, I am
proud to be a director of the Federal Home Loan Bank System, and
I would not have it any other way.

Mr. Chairman, that concludes my testimony. Thank you.
Senator BENNETT. Thank you very much.
Senator Sarbanes, we welcome you. We, by proxy, introduced Mr.

Middleton to the Committee, but I understand you wanted to wel-
come him, and we are happy to hear from you.

COMMENTS OF SENATOR PAUL S. SARBANES

Senator SARBANES. Mr. Chairman, I am sure it has certainly
been done adequately by you, but I just wanted to take a moment
to say that Mike Middleton is a very distinguished business leader
in our State and also a distinguished leader in the community. He,
in fact, is the Chairman of the Charles County Economic Develop-
ment Commission’s Board of Directors, and I want to just mention
one thing.

He has taken, as a volunteer, an active role in teaching ethical
decisionmaking to high school students in Charles County, and we
very much appreciate that commitment on his part. Of course, he
has been a very successful head of the Community Bank of Tri-
County in Waldorf, Vice Chairman of the Board of the Federal
Home Loan Bank of Atlanta, and we are very pleased he was able
to come and be with us today.

Senator BENNETT. He did you proud with his testimony.
Senator SARBANES. Thank you.
Senator BENNETT. While you have the microphone, do you want

to either make an opening statement or ask questions? Go ahead.
Senator SARBANES. I will defer to you.
Senator BENNETT. Thank you.
I thank you all. This has been a very informative expression of

how the Home Loan Bank System works.
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May I go back to the issues that I outlined in my opening state-
ment and see if any of you have any particularly burning opinion
that you want to express on these? The first one, whether or not
the Home Loan Bank should register with the SEC, we heard that
discussed by the first panel, and some of you have mentioned it in
passing, but if you have any additional comment that you need to
make there, we would appreciate that.

Whether or not a member institution of the System should be
permitted to be a member of more than one regional Home Loan
Bank, Ms. Bair has made that very clear, as far as her position.
If some of the others want to argue with her or support her, what-
ever, we would look at that.

At what level should the Home Loan Banks be permitted to par-
ticipate in the secondary mortgage market? And, again, you have
discussed that, but if you want to be more sharply focused on that
question.

And then, finally, whether or not we should have a single regu-
lator for all of the housing GSE’s. I do not want to recover the
question of what kind of a regulator that should be. Some of you
have outlined your feelings about a regulator, but just the overall
question of whether or not Congress should move in the direction
of trying to create a single regulator. Those are the four issues that
were driving us behind the calling of the hearing, and along with
the general comments that you have made, which I stress, again,
have been very educational and very helpful, if someone has a very
specific, pointed comment they want to make on any one of those
four, now is the time.

Mr. RICE. I would make one quick comment, as it relates to the
Mortgage Purchase Program, Mr. Chairman. At the Seattle Bank
last year, our Mortgage Purchase Program created about $1.75 mil-
lion in profit that went directly for our Affordable Housing Pro-
grams. And at this point in time, about 42 percent of our mortgage
purchase loans are for low- and moderate-income individuals. And
just in 2 years, we have made extraordinary gains in making sure
that the return from the mortgage purchase program goes back to
the members and goes back to affordable housing.

That is one point. And the second point is that our members are
desirous of having choice; choice to sell their mortgages, and I
think choice is fundamental in their decisionmaking, rather than
being limited.

We created a program, in direct response to our members’ needs,
and we are now organizing and setting ourselves up to run it in
a safe and sound manner, to come up with some level or cap I
think is difficult. I believe the biggest issue is to make sure we
have a regulator who can oversee and make sure that we are man-
aging the program in a safe and sound manner.

Mr. MIDDLETON. May I?
Senator BENNETT. Mr. Middleton, yes.
Mr. MIDDLETON. As a $300-million community bank, for us to

lend in more residential lending is just part of the business plan.
I can tell you we have been doing this for five decades, and we
have been selling to the housing GSE for the last two decades.
They have had a zero-loss experience.

Senator BENNETT. Which GSE have you utilized?
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Mr. MIDDLETON. Freddie Mac.
Senator BENNETT. I see.
Mr. MIDDLETON. However, due to our volume, we get charged a

fairly significant guarantor fee. With the MPP, our credit loss expe-
rience is reflected in the pricing, and it will allow us to make a
business decision to continue this product line in our community
because it becomes more profitable for us. So this is a very impor-
tant service to a community bank.

Senator BENNETT. So you are saying that if you had the oppor-
tunity to have a larger secondary mortgage market than exists cur-
rently with your choice of Freddie Mac, specifically, if you could do
it through a Home Loan Bank, you would either be able to make
more money or charge less to your customer or both?

Mr. MIDDLETON. That is correct, sir.
Senator BENNETT. I see. Any other comment?
Ms. Bair, yes, go ahead.
Ms. BAIR. Just a couple of things. First and foremost, my objec-

tion to the Mortgage Acquisition Program is that it has not been
authorized by Congress. And I think a lot of people were looking
the other way when it started as a small program. A lot of people
were assuming that because of the capital structure of the Federal
Home Loan Bank System, it could not really grow to sizeable lev-
els. It is, in fact, growing exponentially, primarily the Chicago pro-
gram. I think Seattle has maybe progressed in a little more respon-
sible fashion.

I also think one of the reasons Chicago has been able to grow so
exponentially under the existing capital structure is the shared
funding program. And to Senator Reed’s question earlier, I think
there is a real process issue about the way that shared funding
came about. The regulations only refer to purchase of whole loans.

Under shared funding, basically, a member of the Chicago Fed-
eral Home Loan Bank securitizes the pool of mortgages, creates
two tranches, sells the senior tranche back to the Chicago Bank,
so it is not a direct securitization. A member is used to securitize,
but then the interest and the mortgages are sold back to Chicago
Bank. It can then sell those throughout members of the System. In
this way, it has been able to get a lot of assets off of its balance
sheet and get around the capital problems it would otherwise have.

There is really no public comment. It is questionable whether the
regulations currently allow them to be purchasing interests in
whole loans, as opposed to the whole loan itself, to Senator Reed’s
comment.

I believe there are just some process issues and some significant
policy issues that need to be dealt with that really are not. These
programs are really growing quite rapidly, and I am just concerned
that there is not anybody really in charge taking a close look to
make sure it is not undermining safety and soundness. It is just
not the System. This thing keeps going. You talk about the high
credit quality of the loans.

If this is coming out of the Fannie and Freddie business I as-
sume it is, you know, what type of destabilizing effect would this
have on the overall market? Nobody is really looking at that. And
I think, again, a single regulator, with all three major housing
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GSE’s, could get a better handle about whether this is a good thing
or a bad thing, in terms of the overall housing market.

I would also add that I think, to the extent there is a good jus-
tification for the System being in this business, it is for the commu-
nity banks, and I wish I saw, in the numbers that I am reading,
more marketing and delivery of services to the smaller banks, as
opposed to the large originators.

Thank you.
Senator BENNETT. Anyone else?
Mr. Hemingway.
Mr. HEMINGWAY. Yes, Senator. I was going to change and talk

about a different subject.
Senator BENNETT. Please, go ahead.
Mr. HEMINGWAY. SEC registration.
Senator BENNETT. Right.
Mr. HEMINGWAY. I would like to speak from my experience as a

banker on this area, but also, as you may remember, I am also a
member of the board of directors of Farmer Mac. I have some expe-
rience in the area of being involved with a GSE, where Zions is a
large shareholder, for an entity that is regulated by the SEC. One
of the issues that needs to be taken into consideration is the mis-
sion of the SEC is quite different than the mission of a safety and
soundness regulator, whether it be the Comptroller of the Currency
or the Federal Housing Finance Board or, in the case of Farmer
Mac, the FCA.

The mission of the SEC is to protect investors, and particularly
small investors in public securities. The mission of a safety and
soundness regulator is to make sure that the financial institutions
that they regulate are safe and sound. So they approach problems
differently, and I will give you an example, which raises some of
the concerns here.

The example is take loan loss reserves. Anybody that has been
in banking very long knows that the regulators love to see large
loan loss reserves. They would like to see them as large as possible
because that gives protection to the Bank and to the FDIC, ulti-
mately, and the U.S. Government if there are losses in the loan
portfolio.

But the SEC takes an exact opposite position. They believe that
the loan loss reserves in the various different financial institutions
are too large, and they view the large loan loss reserves being a
way for financial institutions to manage their earnings. They be-
lieve that transparency would require smaller loan reserves. And,
of course, they have the accountants, with GAAP, who come out to
enforce their views.

You get a board of directors and a management that are being
told exactly the opposite from their two regulators, if they, in fact,
have two regulators. Their safety and soundness regulator telling
them that we believe we would like to see some higher reserves so
that you will be safer and sounder or, at the same time, the SEC
is saying, no, you have too much in reserves and, in fact, we believe
that you are approaching the point of managing earnings, which is
not good for the public markets.

This is not fiction. This is real. It is happening today. One of the
concerns I have is how we deal with two regulators, and we deal
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with it in banking all the time, but it is a problem when you get
two regulators with different views, and both of them having the
power to regulate a single financial institution.

One of the concerns, not to drag it on, but the safety and sound-
ness regulators, which I have already mentioned the names, have
the power to remove an executive or remove a member of the board
of directors. The SEC has the power to send you to jail. And so,
at the end of the day, the boards tend to be more responsive to the
SEC because of the more power and the threat of criminal activity
if, in fact, you do not follow their rules.

Senator BENNETT. I assume, when you go to jail, you are also re-
moved from the board.

[Laughter.]
Mr. HEMINGWAY. Well, you know of an incidence in Utah where

that was not the case, but that is usually the case.
[Laughter.]
Senator BENNETT. Well, let us go back to Senator Bunning’s com-

ment, then, when he raised the suggestion that it was potential
registration with the SEC that caused Freddie Mac to get in the
situation where they restated their earnings. Do you accept that as
a cause-and-effect relationship?

Mr. HEMINGWAY. I think there is another issue there, is they
changed accountants. You will probably recall that Arthur Ander-
sen was the accountant for Freddie Mac, and I am personally not
aware which of those instances caused this to come to light; was
it the new accounting firm or was it registering with the SEC, a
combination of both or neither. I do not know, personally.

Senator BENNETT. Before I turn it over to Senator Sarbanes, does
anybody have a comment on the conflicting stresses created by the
two types of regulators that Mr. Hemingway has raised?

Mr. MIDDLETON. Senator, I support that. My company is an SEC-
registered bank as well, but we registered with the SEC because
it was in the best interest of our business plan, and I worry about
the mission of the FHLB we have a statutory mission plan, if you
will, by Congress.

Senator BENNETT. Did you have an option not to register with
the SEC?

Mr. MIDDLETON. Yes, sir, but because of the number of share-
holders, we registered. We could have restricted the number of
stakeholders had we want to do so.

Senator BENNETT. I see.
Mr. MIDDLETON. That is a choice, and that is why it is a vol-

untary registration. I just worry, as a deep user of the Federal
Home Loan Bank, is that the difficulties that have to be worked
through can be worked through, and a disclosure, in SEC format
is easy to obtain, and everybody has recognized that this is always
good for a GSE, but we do need to have sustainable, written agree-
ments that say, here is how we are going to interpret issues such
as joint and several obligations. This is how we are going to inter-
pret issues such as REFCORP. This is what happens if the mission
requires specific action—how do we serve the mission if it conflicts
with the SEC’s decisions.

So there are very difficult things to work through, and I can as-
sure you—I am on the Audit Committee and I chair the Finance
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Committee of the Atlanta Bank—we have spent a lot of hours and
a lot of resources making sure that we do this thing in an appro-
priate manner because, at the end of the day, corporate law pre-
vails. The prudent business judgment decision provision of the duty
of care prevails. So, when we vote for this, we must know that
these critical issues are resolved so that we will not hurt and do
no harm to the System.

Senator BENNETT. Okay.
Mr. MIDDLETON. Does that help you?
Senator BENNETT. That is helpful. Ms. Bair, do you want the last

word on this?
Ms. BAIR. If I could just add, my sense is that the prospect of

SEC registration was added impetus to the Freddie Mac board to
get their house in order, so to speak.

I would also say I worked with the SEC for many years as the
head of Government Relations for the New York Stock Exchange.
It is a disclosure-based regulatory regime. It is not a safety and
soundness regulatory regime vis-á-vis publicly traded companies.
So, even though there have been conflicts between the bank regu-
lators on the loss reserves, that has been not a safety and sound-
ness issue for the SEC so much as it has been a managed earnings
issue, a disclosure issue.

It is also ironic, you bringing it up, because I have heard another
concern may be that the low-level retained earnings in the System,
which goes counter to where you might think the conflict was with
the SEC in the loss reserves.

But my sense is they are not a safety and soundness regulator.
They are a disclosure-based regime, and that is the approach they
take.

Senator BENNETT. I see.
Senator Sarbanes.
Senator SARBANES. Thank you, Mr. Chairman.
I would like each of the panelists very succinctly, if they could,

to state what they think is the proper regulatory structure for the
Home Loan Banks.

Senator BENNETT. Mr. Rice, let us start with you and go on
down.

Mr. RICE. The proper regulatory structure is——
Senator BENNETT. Here, the buck always starts in the middle of

the table.
[Laughter.]
Mr. RICE. You are right.
The proper regulatory structure is the structure, as it exists in

the Finance Board now. If it is to move, I would hope that you
would preserve the structure that is there, which has mission and
safety and soundness tied together, the notion of respect for the co-
operative, which makes it different than the other housing GSE’s,
and to make sure that the return on the investments that are
made in the system go to their members, rather than to share-
holders. So, I see that structure as being a very solid structure.

Mr. MIDDLETON. Let us go to the users of the System, not the
community banks, but the purchasers of the consolidated obliga-
tions. What do those users need? They need a very strong inde-
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pendent regulator of a GSE, and that establishes credibility that
their investment is safe and sound.

Ms. BAIR. I would hope that there is, as I said in my written tes-
timony and oral statement, I believe that the broader the con-
stituent base of the regulator, the stronger or the better position
a regulator is in to be independent and not captive of a particular
point of view. I think it will be a stronger regulator if the Federal
Home Loan Bank System, and perhaps all other GSE’s, are in-
cluded in this new regulatory entity that it looks like we are on
track to create.

I would hope that this new regulator, it is not worth doing, un-
less the quality and credibility of the regulatory regime is signifi-
cantly enhanced. I would hope we would be designing a system
that would parallel the supervisory quality and professionalism
that you get with OCC and OGS, including accreditation standards
for examiners, you know, the overwhelming bulk of the budget
going to safety and soundness oversight, not mission promotion or
housing promotion.

I think those are the things that the market needs to be sure
that these things that we have created that do perform, all three,
perform extremely significant and important roles in the housing
market are run in a safe and sound manner.

Senator SARBANES. What are the roles that they perform in a
housing market?

Ms. BAIR. The traditional role has somewhat been debated be-
cause they are getting into each other’s line of business right now.
But the traditional role has been for Fannie and Freddie to pur-
chase and either hold, in portfolio or securitized mortgages, mort-
gages that come within the conforming limits set by HUD.

The Federal Home Loan Bank System’s job has been to provide
advances, loans to its members. Its focus is on the institutions, as
opposed to direct purchase of loans, which are collateralized by
mortgage assets provided by the members.

They are two distinctly different, somewhat competing roles, and
since that, you can go to two different places for your funding. You
can sell your mortgage to Fannie and Freddie or you can get an
advance from the Federal Home Loan Bank System, but now we
have a situation——

Senator SARBANES. I understand that the majority of the loans
held by the Bank System are jumbo loans, beyond the conforming
limits; is that correct?

Ms. BAIR. For collateral?
Mr. RICE. No, they are not.
Mr. HEMINGWAY. They do not buy jumbo loans.
Senator SARBANES. Are you telling me the Home——
Ms. BAIR. I think by regulation——
Senator SARBANES. —the Home Loan Bank system holds only

conforming loans?
Mr. RICE. Yes, that is correct.
Mr. HEMINGWAY. The Mortgage Purchase Program will not buy

jumbo mortgages.
I believe you are talking about the Mortgage Purchase

Program——
Ms. BAIR. No, he is talking about——
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Senator SARBANES. I am talking about the collateral for securing
advances.

Mr. HEMINGWAY. Oh, excuse me.
Senator SARBANES. What is the answer to that?
Mr. HEMINGWAY. Whatever the bank pledges. I mean, jumbo

mortgages qualify as collateral, as do conforming mortgages. It is
whatever the Bank happens to have available to pledge. But in the
Mortgage Purchase Program, you cannot, a bank cannot sell, a
member cannot sell jumbo mortgages to the Home Loan Bank, only
conforming mortgages.

Senator SARBANES. What about a regulator?
Mr. SMITH. I would just like to echo what we heard. I think the

key point is a strong, credible, and independent regulator for the
Home Loan Bank System.

Mr. HEMINGWAY. I would agree, a strong independent regulator.
I would just add to it, in my banking back——
Senator SARBANES. Those of you who are saying that, is it your

view that you now have such a regulator?
Mr. SMITH. Yes.
Mr. MIDDLETON. Yes.
Senator SARBANES. Ms. Bair is no.
[Laughter.]
Mr. MIDDLETON. Does it vary by the volume of the affirmation?
[Laughter.]
Senator SARBANES. What is your——
Mr. MIDDLETON. It is my understanding that the credit markets

are very efficient, and they recognize that we have a very strong,
safe, and sound——

Senator SARBANES. What is your view, expressed by some, that
the exposure to risk that the Home Loan Bank System is engaged
in is increasing and that poses a potentially significant public pol-
icy question?

Mr. RICE. I believe——
Senator SARBANES. Do you think there is nothing to that?
Mr. RICE. Oh, no, on the contrary. I believe that as we progress

in this program, we are adding the resources, we are changing our
models, to take into account this new business activity, and we will
add the necessary resources to maintain a safe and sound oper-
ation.

There are a different analytics that go with it, and we are recog-
nizing what those are and investing in the people that are nec-
essary.

Senator SARBANES. When we say ‘‘we,’’ who do you——
Mr. RICE. Our bank, I am sorry.
Senator SARBANES. Your particular bank.
Mr. RICE. My particular bank. I cannot speak for all of the oth-

ers, but I think almost every bank that is looking at MPP are mak-
ing those decisions.

Senator SARBANES. The fact that you just said you cannot speak
for the others leads me to my next question. I am moving quickly
here because we have limited time.

One observer described a system with joint and several liability
with different capital structure as akin to 12 people with their
shoelaces all tied together, but running at different speeds, and
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concluded that one of them is bound to fall on his face. And, of
course, this leads to a number of concerns about the problem of
moral hazard, with respect to the Home Loan Bank System.

In a system where the Banks are doing highly collateralized ad-
vances, the issue raised by joint and several liability is muted.
That is at a lower order of concern, I think, because of the highly
collateralized advances that you are operating with.

But now the System is expanding into new areas. Proposals to
restructure the System to allow multidistrict membership have
emerged. I must say, in both instances, I, it is my own position,
that the board cannot do this without coming back to Congress for
a statutory change.

Senator BENNETT. If you had been here, Secretary Abernathy
would have taken the same position.

Senator SARBANES. Yes. If banks are put into a position of com-
peting with each other for members, for example, as they would be
under multidistrict membership, or for business with each other’s
members, as in the Shared Funding Program, what danger do you
see in the possibility that Banks would engage in a race to the bot-
tom, relaxing collateral, capital standards, and others in order to
attract or retain members?

The GAO said, ‘‘Under the joint and several structure, the poten-
tial for moral hazard exists; that is, Federal Home Loan Banks
may have incentives to take financial risk, knowing that their
losses would be covered by other Federal Home Loan Banks or ulti-
mately by the Federal Government.’’

What is your view of that?
Mr. RICE. That is a big question. I will take them in pieces.
Number one, I really do believe that the way in which we are

managing mortgage purchases, and the way in which the Finance
Board reviews it, and through the examination of safety and sound-
ness, I do not see that risk growing. And I think that the oversight
that we have from our Board, and the way in which we direct prof-
itability and the like, are well served in this process.

Senator SARBANES. When you say ‘‘by our board,’’ you mean the
Seattle Board?

Mr. RICE. Our board of directors of the Seattle Bank. But at the
end of the day, all Banks are examined. All Banks’ capital plans
have to be approved by the Finance Board. There is oversight over
all of the Banks, and I think that that oversight is the protection
that you get in managing these programs.

The second issue that you have on multidistrict, I believe that
the degree of consolidation that has gone on in the System neces-
sitates some direction about modernization and accepting what is
there. Whether that is the Congress’ job or not, I think that if Con-
gress chooses to move in that area, then I think it can resolve that
issue, but we are not moving for multidistrict. The chairman of the
Finance board is not entertaining any notion, and I do not think
there will be a proposal before the Finance board to do so.

I forgot the last one, but I will defer to my colleagues.
Senator SARBANES. Mr. Middleton, do you want to address any

of that?
Mr. MIDDLETON. May I just address components of it, Senator?
[Laughter.]
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With respect to the multidistrict, the Atlanta Bank raises a con-
cern that we think it might introduce unhealthy competition, but
I think, in light of the reality of what is going on in the financial
markets, perhaps it should be looked at by somebody in authority.
So whatever mode that you choose is fine.

The purchase of member assets, I can assure you that at the At-
lanta Bank we just completed an exhaustive strategic plan that we
have to do by regulation. And one of the directives that the board
gave to management and ensured that we are properly allocating
the budgeted resources that are sufficient to assure competent
staffing in place prior to any significant growth or expansion of a
new business product line. We would do in that measure normal
banking circles, because we all have a day job at our banks.

I can assure you that we devoted a tremendous amount of re-
sources and discussion to the endeavor. We are not going to elimi-
nate risk. Our job is to manage risk. We want to manage risk in
the most prudent manner possible. So that is at the forefront of our
directorate at the Atlanta Bank.

Senator SARBANES. Let me throw another factor into the mix as
we proceed along. As I understand it, the bulk of Federal Home
Loan Bank advances go to a small number of very large members.
The System has over 8,000 members, but the largest 1 percent of
its members account for 50 percent of the advances. In some Fed-
eral Home Loan Banks, the concentration is even higher. In San
Francisco Bank, 80 percent of the advances go to only five institu-
tions.

I guess that raises the question, you know, what is the purpose
of the System and why should the Home Loan Banks be devoting
or providing low-cost funding to such large institutions which have
direct access to the capital markets themselves? Should we grad-
uate them from the Federal Home Loan Bank System at some
point?

I mean, what is the purpose of this? I mean, from the point of
view of the institution, it is a good deal, but what is the public pur-
pose of it? And why are we, in effect, running perhaps a significant
public risk in order to do this?

Sheila, why do we not go to you here.
Ms. BAIR. Well, I am asking the same question, Senator. I do not

understand. I believe Congress’s most recent pronouncement on the
System, in Gramm-Leach-Bliley, clearly put an emphasis on com-
munity-based smaller institutions. I do not begrudge the ability of
a large institution to use the System. They do, they always have,
and they should continue in the traditional line of business of ad-
vances.

But to take on these new controversial business lines and new
risk, for a service that is being more predominantly used for large
mortgage originators, it does not, you know, they have a lot of so-
phistication on their own to manage interest rate risk associated
with mortgage portfolios. Why do they need the Federal Home
Loan Bank System to be stepping up to the plate and providing
this service? I do not understand it either.

I think that it is telling that even those large originators are
starting to get a little worried, I think, because the regulatory
structure that was set up assumed a system that would continue
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its traditional line of business of fully collateralized advances,
which is a very low-risk business. The lines that they are getting
into now are not low-risk businesses. And if this is the direction
the System is going to take, then they need dramatically enhanced
regulatory scrutiny, which is I think why world savings are calling
for concurrent action on the Federal Home Loan Bank System as
it appears Congress moves toward the creation of a new enhanced
regulator at Treasury for Fannie and Freddie.

Do not forget, a lot of these large and small institutions hold a
lot of system capital stock. And if the System gets in trouble, that
stock is going to be in trouble, too, which could have systemic im-
plications for the banking system.

Senator SARBANES. I might note, in that regard, we just received
a letter from Washington Mutual:

The housing GSE’s should have a strong regulatory oversight structure that en-
sures both the safe and sound operation of the GSE’s and the fulfillment of their
housing missions. The best way to assure this goal would be for Fannie Mae,
Freddie Mac, and the Federal Home Loan Banks to be regulated by an independent
agency within the U.S. Treasury Department.

The Agency should have a single director and should be funded through user fees,
like the other bank regulatory agencies under Treasury, with appropriate recogni-
tion of the unique nature of the Federal Home Loan Banks as cooperatives, com-
pared to the other housing GSE’s, which are publicly traded companies.

Mr. Chairman, I presume this letter is in the record, but, if not,
I would like to put it in the record.

Senator BENNETT. It shall appear in the record.
[The letter follows:]
Mr. SMITH. Back to, in terms of the large institutions, the first

point here is to effect the housing market for consumers, and all
consumers do not use small institutions to get their mortgages.
Many consumers use large institutions. To the extent we are able
to effect the cost of funds at those larger institutions, it then flows
through to the same consumer base.

The second thing, when you look at our concentrations, our mem-
ber base mirrors the industry. If you look at the percentage of asset
distribution in the banking industry and compare it to the Home
Loan Banks, we mirror that. We are a little highly weighted to the
community institutions, the very small ones, but essentially we
mirror the industry, and the industry is highly concentrated in its
asset holdings. So, as a result, those are the institutions that typi-
cally are going to borrow more money.

And then, finally, in terms of our business model, the larger in-
stitutions provide us with scale, and that scale flows through to the
small institutions. One thing you have to remember from my testi-
mony is our boards are primarily controlled by elected directors
from community and financial institutions.

If there was a concern that the larger institutions were being
treated in any way better or advantageously relative to those insti-
tutions, I think our boards would be more than happy to tell us to
knock it off.

Senator SARBANES. Did you want to add anything, Mr. Heming-
way?

Mr. HEMINGWAY. No.
Senator SARBANES. I am not pressing you to do so, but I have one

other question I want to ask, Mr. Chairman.
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Senator BENNETT. Sure.
Senator SARBANES. You have been very generous with the time.
Senator BENNETT. Well, this has been a worthwhile exchange.
Senator SARBANES. Thank you.
Some time ago the Atlanta Bank issued a notice that it would

not accept as collateral any loans that included single-premium
credit insurance. As far as I know, no other bank has yet followed
suit, nor have other banks taken any of the other steps, such as
reducing prepayment penalties that one or more of the other hous-
ing GSE’s have taken, let alone some of the moves with respect to
best practices that lenders of their own volition or perhaps because
of prompting have also taken.

Isn’t this an area where the Home Loan Banks can make a real
contribution to the reduction of predatory lending?

Mr. RICE. Yes.
Senator SARBANES. Mr. Smith.
Mr. SMITH. Yes.
Senator SARBANES. Mr. Hemingway.
Mr. HEMINGWAY. It sounds like a good idea to me.
Senator SARBANES. Yes, well, why do you not at least do what

the Atlanta Bank——
Mr. HEMINGWAY. I suspect it will be on the next agenda, Senator.
[Laughter.]
Ms. BAIR. Let the record show we all agree on that one.
[Laughter.]
Senator SARBANES. Thank you very much.
Senator BENNETT. Thank you, Senator.
And, again, thanks to the panel. This has been most informative.

We appreciate your patience and your persistence in responding to
the questioning of the Subcommittee.

The hearing is adjourned.
[Whereupon, at 4:28 p.m., the hearing was adjourned.]
[Prepared statements, response to written questions, and addi-

tional materials supplied follow:]
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PREPARED STATEMENT OF SENATOR JIM BUNNING

Mr. Chairman, I would like to thank you for holding this important hearing and
I would like to thank all of our witnesses for testifying today.

The Federal Home Loan Bank System has brought the American Dream of home-
ownership to millions in this country. The Cincinnati Federal Home Loan Bank,
which represents the Commonwealth of Kentucky, has helped many in my State
achieve that same dream. But with the troubles recently experienced by Freddie
Mac and given the changing world of the Federal Home Loan Banks, it is very time-
ly that you are holding this hearing here today.

There are many issues facing the Home Loan Banks, multidistrict membership,
mortgage acquisition programs, SEC registration, and regulatory structure are all
questions that are before the banks today. In the past, Members of this Committee
have brought up questions about the salaries of the Home Loan Bank presidents.
I intend to bring up some of these issues in the question and answer period.

And I thank the Chairman for bringing in these witnesses. I think we have just
about everyone connected to the Federal Home Loan Banks covered today.

I look forward to all of your testimony and to talking about some of these issues
during the question and answer period.

Thank you, Mr. Chairman.

—————

PREPARED STATEMENT OF SENATOR WAYNE ALLARD

I want to thank Chairman Bennett for holding this hearing to discuss the Federal
Home Loan Bank System and the integral role it plays in providing liquidity to the
U.S. housing markets. The Federal Home Loan Banks provide the largest private
source of residential mortgage and community development credit in the United
States. The Congress, the Federal Housing Finance Board, and the Banks them-
selves have the important task of assessing and updating the Federal Home Loan
Bank System in order to make the changes necessary to ensure its continued suc-
cess in fulfilling and executing its mission.

As Chairman of the Housing and Transportation Subcommittee, I have particular
interest in and appreciation for the crucial role that the Federal Home Loan Bank
System plays in promoting affordable housing in our country. The Banks’ Affordable
Housing Program (AHP) is the largest privately funded grant program for housing
in the country, and key in financing affordable housing efforts through each of the
Banks. In 2002, the Federal Home Loan Banks contributed $199 million toward low-
income housing through the AHP program. The Community Investment Program
(CIP) is also instrumental in funding community and economic development projects
throughout the country.

The unique aspect of the Federal Home Loan Bank System that contributes to its
success, is the ability of each Bank to develop its own programs in response to the
needs of its membership. I am particularly appreciative of the Rural First Time
Housing Program (RFHP), the Community Housing Program (CHP), the Rural
Technical Assistance Program (RTAP) and the Community Development Program
(CDP). These specific programs of the Federal Home Loan Bank of Topeka help aid
homeownership and community development in Colorado. The Topeka Bank plays
a vital role in providing liquidity to the independent community banks in Colorado
so that they can, in turn, address the affordable housing andeconomic development
needs of Colorado communities.

I would like to thank each witness for appearing before the Subcommittee today
to address the Federal Home Loan Bank System and its role in the U.S. economy.
I look forward to your testimonies.

—————

PREARED STATEMENT OF WAYNE A. ABERNATHY
ASSISTANT SECRETARY FOR FINANCIAL INSTITUTIONS

U.S. DEPARTMENT OF THE TREASURY

SEPTEMBER 9, 2003

Thank you, Chairman Bennett, Ranking Member Johnson, and Members of the
Subcommittee for this opportunity to testify today on the Federal Home Loan Bank
(FHLBank) System. The Department of the Treasury is keenly interested in the op-
erations of the Federal Home Loan Bank System because of the important responsi-
bility that the Congress has placed with the Federal Home Loan Banks to enhance
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the liquidity of financial institutions, particularly as the Federal Home Loan Bank
members meet such important community needs as promoting homeownership.

The housing finance market in the United States is the broadest, deepest, and
most successful housing finance market in the world. That market is supported by
a complex financial services infrastructure, which includes depository institutions,
mortgage brokers, mortgage bankers, mortgage insurers, and a variety of other cap-
ital market intermediaries. Prominent among capital market intermediaries that
make up that infrastructure are the housing government sponsored enterprises
(GSE’s)—Fannie Mae, Freddie Mac, and the FHLBank System.

The FHLBank System has had a long history of supporting housing finance in
America. Congress created the FHLBank System in 1932 in response to a Depres-
sion-era liquidity crisis in housing finance. The FHLBank Act directs the FHLBanks
to make loans—called advances—to eligible members. Advances traditionally served
the role of providing thrifts access to reliable long-term funding for mortgage lend-
ing and as a source of liquidity to help thrifts finance deposit outflows without call-
ing or selling their mortgages. Over time, Congress has expanded the System’s
membership base beyond thrifts, but the primary function of advances has remained
relatively constant. Today, financial markets and our Nation’s housing finance sys-
tem bear little resemblance to the one that existed when the FHLBank System was
created.

It is in that light that I would like to focus on three topics this morning: The need
for the FHLBanks to voluntarily register with the Securities and Exchange Commis-
sion (SEC) under the terms of the Securities Exchange Act of 1934; the FHLBank
Act and the activities of the FHLBank System; and Treasury’s current detailed re-
view of the FHLBank System.
Voluntary Registration with the SEC under the 1934 Act

The observance of good, fundamental practices of corporate governance is a high
priority of this Administration. Foremost among such practices is regular, com-
parable, quality disclosure of corporate financial conditions. A key part of that com-
mitment is improving the quality of corporate disclosure requirements by the GSE’s,
which is why for more than a year the Administration has been urging all GSE’s
to comply with the same corporate disclosure requirements of the Securities Ex-
change Act of 1934, as interpreted and applied by the SEC. Investors in GSE securi-
ties should have access to the same corporate disclosures as they have for other
companies who publicly offer their securities for investment.

We are pleased that Fannie Mae has complied with this request to voluntarily
register and made its first disclosures under the 1934 Act in the first quarter of
2003. Freddie Mac has also agreed to register with the SEC, though we are dis-
appointed to learn that Freddie Mac may not be registering until sometime in 2004.
The sooner that they register with the SEC the better for them and their investors,
though we fully concur with their intention that such registration and the financial
disclosures that this step entails fully meet the high standards that are required.

The Administration has continued to urge the FHLBanks to move forward with
voluntary registration with the SEC under the 1934 Act. Some have argued that the
structure of the FHLBank System and the unique characteristics of the FHLBanks
in comparison to Fannie Mae and Freddie Mac lessen the need for registration
under the 1934 Act. Certainly there are differences: When the FHLBank System
was created in 1932, it was created with geographically limited regional banks.
Each regional Home Loan Bank is cooperatively owned by its members, and its cap-
ital stock is not publicly traded. The 12 FHLBanks raise funds in the capital mar-
kets by issuing consolidated obligations for which they are jointly and severally lia-
ble. All of these facts are important and must be—and I believe can be—taken into
account.

However, the differences between the FHLBanks and the other GSE’s do not
change the fundamental fact that the FHLBanks are significant participants in our
capital markets by any measure, and that investors should have the same informa-
tion regarding the condition of the Home Loan Banks as they have for other signifi-
cant capital market participants. The facts make this case dramatically:

At the end of June, the FHLBanks had outstanding consolidated obligations
of $712 billion, of which bonds with original maturity of 1 year or longer
constituted $556 billion of the total.
The individual FHLBanks are each large financial institutions. As of year-
end 2002, the largest Home Loan Bank (the FHLBank of San Francisco)
had $135 billion in total assets, the smallest (the FHLBank of Topeka) had
$33 billion in total assets, while the average among the 12 banks was $58
billion in total assets. Even the smallest Federal Home Loan Bank would
rank among the top 40 commercial banks in the United States.
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1 12 U.S.C. § 1424(b).

Federal Home Loan Bank registration under the Securities Exchange Act of 1934
is an important step in increasing the transparency of the FHLBanks’ financial in-
formation to investors. The recent problems of Freddie Mac and a credit rating
agency’s revision of its outlook for one of the Federal Home Loan Banks from stable
to negative illustrate the need for investors to have a more accurate picture of the
GSE’s’ financial operations. Following Federal Home Loan Bank registration under
the 1934 Act, investors would have access to the FHLBanks’ financial information
through the same forms and methods as those that apply to other companies that
sell publicly traded securities. Investors would benefit from the added oversight of
the SEC, both in terms of reviewing the Federal Home Loan Banks’ financial disclo-
sures and through the uniform enforcement of current standards. And investors
would have the basis for making comparable evaluations of the financial conditions
of the variety of institutions competing for their investment dollars. Our system of
securities regulation should offer investors nothing short of that standard.

The continued operation of the FHLBanks outside of the SEC-administered cor-
porate disclosure regime is inconsistent with our objective of a sound and resilient
financial system. We understand that the FHLBanks have some remaining concerns
with how certain aspects of their business operation would be treated if they reg-
istered under the 1934 Act. I would remind them and all concerned that the Federal
Home Loan Banks are not the only corporate institutions in America that have
unique characteristics. It was specifically in order to deal with the variety of
corporations in the Nation—while still preserving a high standard of comparable
disclosures—that the SEC was given its exemptive authority under the securities
statutes. Given the flexibilities that the SEC has to address the individual cir-
cumstances of the various registrants under the 1934 Act, we are confident that the
Federal Home Loan Banks’ concerns can be worked out with the SEC.

We appreciate the discussions that several of the Banks have had with the SEC
earlier in the year, and we look forward to those discussions being renewed in the
immediate future, within a context of acceptance of the public interest that would
be served by the Federal Home Loan Banks registering under the terms of the Secu-
rities Exchange Act of 1934. We understand that the Board of Directors of the Fed-
eral Home Loan Bank of Cincinnati recently announced the Bank will be taking the
next step in the process of voluntary registration with the SEC. In a recent letter
to Secretary Snow, Housing and Urban Development Secretary Martinez, and Fed-
eral Housing Finance Board Chairman Korsmo, the Board of Directors of the Fed-
eral Home Loan Bank of San Francisco expressed their goal ‘‘to enable the Federal
Home Loan Banks to become role models for corporate transparency.’’ That is our
goal as well, to which Federal Home Loan Bank registration under the Securities
Exchange Act of 1934 is essential.

Multidistrict Membership, In Context
In chartering each of the housing GSE’s, Congress described the markets to be

served by these GSE’s, the financial activities these GSE’s should undertake, and
created a regulatory structure to oversee the GSE’s and their activities. While there
have been and continue to be debates over a number of Home Loan Bank activities
and how these activities fit within the statutory confines of the Federal Home Loan
Bank Act, one current issue—the question of multidistrict membership—raises par-
ticular concern. The Federal Housing Finance Board (Finance Board) has received
a number of petitions requesting that Federal Home Loan Bank members be per-
mitted to join more than one Federal Home Loan Bank. The Finance Board has ana-
lyzed this issue, obtained outside legal counsel on its authority to authorize multi-
district membership, and solicited views from interested parties.

All of that is well and good and appropriate. A lively discussion of policies and
programs is healthy. But the appropriate forum for the resolution of these issues
must be kept in mind. As the Treasury Department has written in a comment letter
to the Finance Board, regardless of whether allowing multidistrict membership is
wise, a plain reading of the statute finds little room to conclude that the Finance
Board has the legal authority to approve it. It provides:

An institution eligible to become a member under this Section may become
a member only of, or secure advances from, the Federal Home Loan Bank
of the district in which is located the institution’s principal place of busi-
ness, or of the bank of a district adjoining such district, if demanded by con-
venience and then only with the approval of the Board.1
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2 Id. (citing Hearings on S. 2959 concerning creation of the FHLBank System), 72nd Cong., 1st
Sess (1932), at 199.

This view is reinforced by the comments of Assistant Legislative Counsel Mr.
John O’Brien (a principal drafter of the Federal Home Loan Bank Act) in response
to questions regarding the Federal Home Loan Act at a Senate hearing in 1932.

[I]t was not the desire, say, for members in South Carolina to borrow of a
New York bank, because it would mean too great a concentration at the
New York bank. If the New York bank happened to do better than a South
Carolina bank, all members would go there. There is the opportunity in the
bill for a member whose principal place of business is in one district to be-
long to a bank in the adjoining district, but outside of that there is no provi-
sion. It is impossible under the terms of the bill for a company doing busi-
ness in New York to belong to a South Carolina bank.2

To say this is not to render a policy point of view. There are compelling argu-
ments on both sides of the question with regard to the advisability of multidistrict
membership. Clearly our financial system has changed dramatically since the Sys-
tem was established in 1932 and the predecessor to the current regulator created
the 12 banks, and determined their locations and boundaries. In the intervening
years, however, Congress has revised the governing statutes on several occasions.
It is to the Congress that these arguments should be offered and where any change
in the statute will have to be made.

To some, multidistrict membership represents a natural progression in the mod-
ernization of the FHLBank System. We would only add our view that if multidistrict
membership is considered, it should be done within the general context of evalu-
ating the Federal Home Loan Bank System’s charter.

Treasury’s Review of the FHLBank System
Perhaps the time for such a review is near. Earlier this year, I requested the

Office of Financial Institutions Policy at the Treasury Department to conduct an in-
house review of the Federal Home Loan Bank System, with particular—but not ex-
clusive—consideration of the effect of the changes enacted as part of the Gramm-
Leach-Bliley Act of 1999 (GLBA). As I announced at that time, the review would
consider:
• how these changes have affected the ability of the Federal Home Loan Banks to

meet their statutory mission;
• implications for the financial strength of the Banks individually and the System

in general;
• how the business operations of the Banks contribute to accomplishing their statu-

tory mission;
• issues regarding governance structure and management, including executive com-

pensation;
• effect of new capital structures on operations; and
• other issues regarding the strength of the System and the structure of Federal

oversight.

We are now about 4 months into that process, nearing completion of the first
phase. In the first phase, the staff conducted a general review of the literature, dis-
cussions, debates, and developments to put a sharper focus to the questions to be
examined. Now they are preparing to go into greater detail. The initial step in the
second phase will be to discuss specific topics with the Finance Board.

Some of the issues we will be looking at in greater detail include:
Capital Structure

GLBA significantly changed the capital structure of the Federal Home Loan
Banks and provided greater flexibility in the development of capital plans. What are
the similarities and differences among the various capital plans? How have the risk-
based capital requirements been implemented? How will new capital plans impact
the Banks’ investment portfolios?
Membership

GLBA eliminated mandatory membership requirements for Federal savings asso-
ciations and permitted broader access to FHLBank membership for community fi-
nancial institutions (insured depository institutions with less than $500 million in
total assets). What has been the impact of these changes in membership participa-
tion? Have those changes affected governance of the Home Loan Banks?
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Advances and Collateral
The GLBA provided community financial institutions with a broader range of eli-

gible collateral for FHLBank advances. The Finance Board reports that as of June
30, 2003, expanded collateral from community financial institutions represents ap-
proximately $10.6 billion of the $486 billion in outstanding advances. How has this
provision been implemented by the FHLBanks and what factors impact community
financial institutions use of the broader range of eligible collateral?

In addition to evaluating these specific legislative changes, over the last decade
the activities of the Federal Home Loan Banks have evolved in many ways. Some
specific activities that we will be focusing on include:
Balance Sheet Developments

How have key activities (advances, investments, and mortgage purchases) of the
System and the individual Home Loan Banks evolved over the last decade, and
what does this imply for the future of the System?
Advance Usage

What are the characteristics of FHLBank advance users? What types of advances
are most commonly used by System members? What impact is it having on the ac-
tivities of the members and their ability to serve their customers?

Again, I would like to emphasize that Treasury’s review of the Federal Home
Loan Bank System is part of what we normally do at Treasury, and what I envision
for our current review is a more specific look at how the changes made to the
FHLBank System as part of GLBA have been implemented. Treasury is not pri-
marily a regulatory agency. We see as part of our important function, however, pro-
viding executive branch oversight of the activities of the independent financial regu-
lators, and this study is part of meeting that responsibility.

And before I leave this subject, with regard to regulatory oversight of the
FHLBank System, I would like to commend Finance Board Chairman Korsmo for
the increased emphasis he has placed on safety and soundness oversight, in par-
ticular the emphasis he has placed on the supervision and examination function. In
recent years, many observers have pointed to weaknesses in the Finance Board’s su-
pervision of the Federal Home Loan Banks. Chairman Korsmo has given major
focus to strengthening the examination process, doubling examination staff on the
way to tripling it. I have no doubt that even further increases will be made as nec-
essary.

As another related aside, I would like to raise a point about a legislative proposal
regarding the membership of privately insured credit unions in Federal Home Loan
Banks. As part of that proposal, private insurers of credit union deposits would be
required to submit annual audit reports to the National Credit Union Administra-
tion (NCUA). In addition, upon the NCUA’s request, the appropriate State super-
visory agency would be required to provide the NCUA with examination reports of
private deposit insurers. We are concerned that the provisions related to the NCUA
could give the false impression that the NCUA has oversight authority over the pri-
vate deposit insurers of credit unions and that the Federal Government somehow
stands behind the private insurers. Not only would that be a terribly false impres-
sion potentially harmful to depositors, but it would also remove some of the market
discipline that is so essential to the successful functioning of any private insurance
program.
Conclusion

The Federal Home Loan Bank System presents policymakers with issues that de-
serve continued attention. The System has historically played an important role in
our Nation’s housing finance markets. We must continue to evaluate the System to
ensure that it is achieving the objectives set forth by Congress, meeting the needs
of our communities that might not otherwise be met.

Thank you again for providing me with the opportunity to discuss these important
issues with the Subcommittee today.

—————

PREPARED STATEMENT OF JOHN T. KORSMO
CHAIRMAN, FEDERAL HOUSING FINANCE BOARD

SEPTEMBER 9, 2003

Thank you, Chairman Bennett, Ranking Member Johnson, and distinguished
Members of the Subcommittee on Financial Institutions. I appreciate the oppor-
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tunity to speak with you today about the Federal Housing Finance Board (Finance
Board) and the Federal Home Loan Bank System.

Many important issues are facing the Nation’s Government Sponsored Enterprises
(GSE’s), including, certainly, the Federal Home Loan Banks (Banks). I highlight
today the aggressive steps we have taken at the Federal Housing Finance Board,
the System’s regulator, first, to strengthen the Agency’s oversight capabilities; and
second, to improve financial disclosures by the Federal Home Loan Banks through
voluntary registration with the Securities and Exchange Commission (SEC).

These initiatives will benefit not just the Federal Home Loan Banks and their
member institutions, but also the investors that purchase the Banks’ debt, the tax-
payers, and ultimately, the homebuying public who are served by the housing fi-
nance mission of the Banks.

As requested in Chairman Bennett’s invitation to this oversight hearing, I will
also address the issues of multidistrict memberships in Federal Home Loan Banks
and the Banks’ various Acquired Member Asset programs (AMA).

Allow me to begin by providing a brief overview of both the Federal Housing Fi-
nance Board and the entities we regulate, the 12 Federal Home Loan Banks and
the Office of Finance.

The Federal Housing Finance Board is an independent agency in the executive
branch of the U.S. Government, with a five-member Board of Directors, four ap-
pointed by the President and one ex-officio member, the Secretary of Housing and
Urban Development. Created to take over certain duties of the Federal Home Loan
Bank Board by the Financial Institutions Reform, Recovery, and Enforcement Act
of 1989 (FIRREA), the Finance Board’s primary duty is to ensure that the 12 Fed-
eral Home Loan Banks and the Office of Finance operate in a financially safe and
sound manner.

In addition, the Finance Board ensures that the Federal Home Loan Banks carry
out their housing finance and community lending mission and remain adequately
capitalized and able to raise funds in the capital markets. The Federal Home Loan
Bank Act requires the Finance Board to examine and report on the condition of each
Federal Home Loan Bank at least annually. Finally, the Finance Board is a non-
appropriated agency that enacts its own budget; it assesses the Banks for the costs
of its operation.

The 12 Federal Home Loan Banks and their joint office, the Office of Finance,
serve the public by promoting the availability of housing finance, including commu-
nity lending credit, through 8,000-plus member institutions. The 12 Banks provide
a readily available, low-cost source of funds to members and a secondary market fa-
cility for home mortgages originated or acquired by their members. The Banks are
cooperatives; only members may own the stock of each Federal Home Loan Bank,
and the members receive dividends on their investment. Insured banks, thrifts, and
credit unions and insurance companies engaged in housing finance can apply for
membership.

The Federal Home Loan Banks play a unique role in housing finance. They make
loans, called advances, to their members and eligible housing associates (principally
State housing finance agencies) on the security of mortgages and other collateral
pledged by those members and housing associates. Advances generally support
mortgage originations, provide term funding for portfolio lending, and may be used
to provide funds to any member ‘‘community financial institution’’ (an FDIC-insured
institution with assets of $538 million or less) for loans to small business, small
farms, and small agribusiness. Because portfolio lenders may originate loans they
are unwilling or unable to sell in the secondary mortgage market, Federal Home
Loan Bank advances serve as a funding source for a variety of mortgages. This flexi-
bility allows these advances to support important housing markets, including those
focused on low- and moderate-income households.

Federal Home Loan Bank advances can provide funding to smaller lenders that
lack diverse funding sources. Smaller community lenders often do not have access
to funding alternatives available to larger financial entities, including repurchase
agreements, commercial paper, and brokered deposits. The Federal Home Loan
Banks give these lenders access to competitively priced wholesale funding.

The Federal Home Loan Banks principally fund themselves by issuing consoli-
dated obligations, which are the primary obligation of a sponsoring Bank or Banks,
backed by a joint-and-several liability guarantee of all Banks. Consolidated obliga-
tions outstanding at June 30, 2003, totaled $712.4 billion. This includes bonds
(original maturity of 1 year or longer) of $556.2 billion and discount notes (original
maturity of less than 1 year) of $156.2 billion.

Finally, a few more key figures: Total assets of the Federal Home Loan Banks
stood at $812 billion as of June 30, 2003. Advances totaled $506.3 billion, which is
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7.6 percent greater than 1 year ago. Viewed collectively, the Federal Home Loan
Banks represent the third largest domestic banking organization.

Institutions of this size and importance to the Nation’s housing market and econ-
omy in general clearly require a robust and capable regulator, and since President
Bush named me Chairman in December 2001, I have sought to establish the Fi-
nance Board as just that.
Improvements in Safety and Soundness Oversight

Soon after I became Chairman, my Finance Board colleagues and I determined
that the Finance Board lacked the necessary resources to effectively carry out its
primary responsibility, that of overseeing the Federal Home Loan Banks and the
Office of Finance for safety and soundness. Just one example demonstrates this
point: The Finance Board had only eight bank examiners on staff to review and su-
pervise a dozen financial institutions with, at the time, more than $700 billion in
assets, more than $30 billion in capital, and some $650 billion in outstanding debt.
Yet, the Agency also had an Office of Public Affairs with the same number of staff,
eight. The relative allocation of resources simply did not meet the Agency’s statutory
mandates.

In addition to being understaffed, the examination function was also insufficiently
focused on the Banks’ risk assessment processes and the Banks’ internal control sys-
tems. Such shortcomings had been identified in a 1998 General Accounting Office
(GAO) report of the Finance Board’s examination program, but had not by that time
been addressed and corrected.

I immediately set out to respond to these problems, beginning with the recruit-
ment of new leadership for the Agency’s Office of Supervision. After a national
search, the Finance Board hired a new director and a new deputy director of super-
vision, who between them have 40 years of regulatory experience with the Office
of the Comptroller of the Currency and the Federal Deposit Insurance Corporation
(FDIC).

My Finance Board colleagues and I increased the resources available for super-
vision, expanding the Agency’s examination staff to 17 full-time bank examiners.
Our goal is to have 24 in place by the end of this calendar year, and 30 by the end
of the next budget year.

The Finance Board is now conducting more thorough, risk-focused examinations,
and communicating the results of those examinations more effectively to the Banks.

Examinations now recognize that banking—including AAA-rated, GSE banking—
is a business of managing risks, and the responsibility of bank supervisors is to en-
sure that the institutions they regulate understand those risks and monitor and
control them through prudent risk management practices.

To enhance analysis and oversight in the risk management area, we have estab-
lished two risk units—a Risk Modeling Division and a Risk Monitoring Division.
The Risk Modeling Division is responsible for the development of our asset/liability
modeling and for monitoring the Bank’s internal interest rate risk models. The Risk
Monitoring Division pulls together all our data and the Banks’ own financial report-
ing into a risk-monitoring framework.

We have hired an Associate Director for Examinations who oversees all our safety
and soundness examiners. She has more than 15 years of bank regulatory experi-
ence with the FDIC. We also have hired a Senior Advisor to the Director of Super-
vision to provide support to the Risk Modeling and Risk Monitoring Divisions. That
Senior Advisor possesses some 30 years of bank supervision, capital markets, and
capital regulation experience with the Board of Governors of the Federal Reserve
System and the Office of Thrift Supervision.

While on-site examinations remain the primary tool of supervisors, the Agency
now complements exams with off-site monitoring and regular communication with
the Banks. Our new ‘‘Bank Analyst Program’’ charges a member of our Office of Su-
pervision with following an individual Bank and reviewing monthly and quarterly
financial reports for trends and changes, while also keeping abreast of issues in the
financial and housing industries to determine their effect on each Bank.

Our Office of General Counsel has also assigned attorneys who serve as points
of contact for the examiners on particular Bank issues.

In short, the Finance Board’s safety-and-soundness oversight of the Federal Home
Loan Banks has improved dramatically. We have more work ahead of us, to be sure,
but the Finance Board is a much stronger and more capable regulatory agency than
it was as recently as 12 months ago.

The 1998 GAO report also found that Finance Board examinations neglected the
critical area of board governance at the Federal Home Loan Banks. To address this
shortcoming, and as another element of our safety and soundness supervision, the
Finance Board has undertaken a thorough assessment of corporate governance at
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each of the Banks. This effort included the first-ever horizontal review—that is, a
systemwide supervisory review of a single issue at each of the 12 Banks—which ad-
dressed the Banks’ effectiveness relative to eight indicators of effective board gov-
ernance.

Those indicators are:
• Engaged Board of Directors;
• Skilled Senior Management;
• Thorough Strategic Planning;
• Sound Risk Management;
• Robust Internal Control;
• Effective Audit Program;
• Strong Ethical Culture;
• Timely, Accurate, and Complete Communications.

The Finance Board’s final report on this review includes a variety of general rec-
ommendations for improving corporate governance. The Agency also provided spe-
cific, confidential feedback to each of the 12 Banks.

The next step with respect to bank governance is a public hearing, tentatively
scheduled for October 15. The Finance Board will solicit from the Banks, their mem-
ber institutions, experts, and interested members of the public any ideas for reform
in this important area. Input generated may be used in the design of proposals
aimed at making the Federal Home Loan Banks role models in corporate govern-
ance.

Earlier this year, the Finance Board undertook a second systemwide horizontal
review—that of the Federal Home Loan Banks’ implementation of the statutorily
mandated Affordable Housing Program (AHP). The AHP is a highly successful pro-
gram that warrants a separate discussion and some background.
The Affordable Housing Program (AHP)

The Federal Home Loan Bank Act requires each Bank to establish and fund an
Affordable Housing Program. Under the AHP, each Bank must annually contribute
the greater of 10 percent of its net earnings for the previous year, or such prorated
sums as may be required to ensure that the aggregate contribution of the Banks
is at least $100 million. Actual contributions to the program were $199 million for
2002, and the contributions have exceeded $100 million each year since 1994.

AHP subsidies must be used to fund the purchase, construction, or rehabilitation
of:
• Owner-occupied housing for very low-income, or low- or moderate-income (no

greater than 80 percent of area median income) households; or
• Rental housing in which at least 20 percent of the units will be occupied by and

affordable for very low-income (no greater than 50 percent of area median income)
households.
In 2002, the Finance Board adopted a regulation enabling Banks to allocate annu-

ally the greater of $4.5 million or 35 percent of each Bank’s AHP contribution to
homeownership set-asides. Part of this increased funding authority helps Banks
combine AHP subsidies with HUD initiatives benefiting minority, immigrant, and
other first-time homebuyer families.

Since the inception of the AHP in 1990, the Federal Home Loan Banks have con-
tributed $1.7 billion to the program, funding 236,596 rental units and 122,126
owner-occupied units. In 2002, the Banks committed $286 million to AHP projects.

The Finance Board appropriately devolved operation of the AHP to the individual
Banks in the late 1990’s, a valuable development because the Banks are best
equipped to assess local affordable housing needs and build partnerships with local
community groups and housing agencies.

Correspondingly, the Finance Board’s oversight responsibility has grown with re-
spect to the AHP to ensure proper and effective program operation. As such, we are
following up the horizontal review with a new practice of examining each Bank’s
AHP once a year. These exams are performed by examiners and analysts whose spe-
cialized training has specifically equipped them for this task.

We are also preparing regulatory language intended to enhance the effectiveness
of the AHP by permitting Banks more latitude in establishing the criteria to score
applications. The goal is for Banks to be more responsive to local housing conditions.
We also plan to streamline the application process to permit projects to proceed
more quickly and with lower administrative costs.

AHP is truly one of the Federal Home Loan Banks’ great success stories, and with
rigorous oversight at the Federal Housing Finance Board, I am confident it will be
even more successful in the years ahead.
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Enhanced Disclosures
The other key initiative I wish to discuss today is enhancing the quarterly and

annual corporate disclosures of the Federal Home Loan Banks.
In July 2002, the administration called on all Government Sponsored Enterprises

to comply with the corporate disclosure requirements of the Securities Exchange Act
of 1934, as interpreted and enforced by the SEC.

Fannie Mae and Freddie Mac, the other two housing-related GSE’s, answered this
call. Fannie Mae has already filed its first disclosures under the new SEC regime.

As Chairman of the Federal Housing Finance Board, I too am determined to hold
the Federal Home Loan Banks to the highest standard of disclosure. Accordingly,
I formed a working group from the Finance Board and the Federal Home Loan
Banks to review the implications of acceding to the Administration’s request.

Early this year, I concluded that voluntary registration with the SEC was indeed
the best approach to providing enhanced public disclosure of the operations and fi-
nances of the Federal Home Loan Banks. I reached this conclusion based on two
premises.

First, the Banks’ long-term access to global capital markets will be enhanced by
providing investors in consolidated obligations with maximum reliable transparency
into the finances and governance of each of the 12 Banks. Markets function best,
especially in times of stress, when needed information is readily available and reli-
able.

Second, as public trusts, these 12 GSE’s have a duty to contribute both to the
smooth functioning of capital and mortgage finance markets and to public con-
fidence that the benefits of GSE status are used wisely.

At my urging, Federal Home Loan Banks and the staff of the SEC have held nu-
merous meetings to address the process for voluntary registration, including meth-
ods for resolving several key disclosure and accounting questions.

The Board of Directors of the Federal Home Loan Bank of Cincinnati actively em-
braced the disclosure initiative as in the best interest of its members, voting in Feb-
ruary to pursue voluntary registration. Last month, the Cincinnati board resolved
to ‘‘actively engage, effective immediately, in the process of voluntary registration
with the SEC of its member-held stock.’’

This summer, too, the boards of the Federal Home Loan Bank of San Francisco
and the Federal Home Loan Bank of Atlanta resolved that if SEC registration was
the determined course of action, it is their request that the Finance Board adopt
a regulation requiring it.

In response to those requests, at its regularly scheduled meeting tomorrow the Fi-
nance Board will consider a proposed regulation requiring each Bank to register a
class of securities with the SEC under Section 12(g) of the Securities Exchange Act
of 1934.

The proposed rule provides for a lengthy, 120-day comment period, during which,
I hope, the Banks will each meet with the SEC to work out the necessary details
to effectuate registration and begin meeting the periodic financial reporting require-
ments of the 1934 Act.

The focus of the enhanced disclosure effort from the start has been to ensure that
the Federal Home Loan Banks play their part, as Government Sponsored Enter-
prises, in contributing to the smooth functioning of the capital and mortgage finance
markets. In the end, consistent and full disclosures of these institutions’ finances
and corporate governance also serve the public, who stand behind their charters as
Government Sponsored Enterprises.
Acquired Member Assets (AMA)

I have been asked to address two other issues in my testimony today. The first
of these concerns regulations governing the Acquired Member Assets programs, or
AMA, of the Federal Home Loan Banks.

The 12 Federal Home Loan Banks are authorized to purchase single-family mort-
gages that do not exceed the conforming loan limit applicable to Fannie Mae and
Freddie Mac, currently $322,700. The authority granted under the current rule (12
CFR Part 955) is an expansion and refinement of previous authority that had been
granted to the Banks by a Finance Board resolution in 1996. That authority was
challenged in 1997, a challenge rejected by a U.S. District Court in 1998. The U.S.
Court of Appeals for the Fifth Circuit upheld the District Court’s ruling in 2000,
affirming the Finance Board’s authority in this area.

There are currently two AMA programs—Mortgage Partnership Finance (MPF)
and Mortgage Purchase Program (MPP). MPF is the older and larger program.
Under the current AMA programs, a Bank may purchase mortgage assets from a
member institution. The programs, like advances, provide member institutions li-
quidity for mortgage lending. In AMA programs, the member manages and bears
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a material portion of the credit risk. Since the programs’ inception in 1996, the
Banks have purchased more than 600,000 loans. Approximately 75 percent of those
loans were purchased under MPF and 25 percent under MPP. More than 95 percent
of the total loan acquisition has occurred since 2000, the current AMA regulation
having become effective on July 17, 2000.

On July 1 of this year, the Finance Board unanimously adopted and published
for comment a proposed revision to the current AMA regulation. The Finance
Board’s intent is clearly stated in the preamble to the regulation, that is, to make
the regulation more ‘‘effective and efficient in regulating the Banks’ mortgage pur-
chase programs.’’ In the rule, the Finance Board also seeks to clarify and simplify
the language of the current rule. The proposed regulation does not expand or alter
the fundamental structure of the AMA programs.

The proposed regulatory changes also maintain or strengthen many appropriate
safety and soundness provisions of the current rule, again reflecting the Finance
Board’s continued emphasis on improving its safety and soundness oversight of the
Federal Home Loan Banks.

Safety and soundness provisions maintained or strengthened under the proposed
rule include requirements that:
• All AMA must be at least investment grade when acquired by the Bank.
• The Bank must have in place a process and methodology to determine the re-

quired credit enhancement prior to acquisition of any asset and throughout the
life of the asset on the Bank’s books.

• The Bank must take remedial action by requiring the member to provide addi-
tional credit enhancement or hold additional capital if the estimated credit rating
of the asset declines to below the rating required at time of acquisition.

• Insurers must be rated AA or better to provide a portion of the credit enhance-
ment to the member institution selling assets to the Bank.

• Banks without risk-based capital structures in place must hold retained earnings
for losses as support for the credit risk associated with any AMA estimated to be
rated below AA.
In addition, the proposed regulation incorporates Finance Board criteria pre-

viously set forth in the preamble of the July 2000 final AMA rule outlining the cir-
cumstances under which Banks are permitted to acquire from members highly rated
interests in pools of mortgages as an alternative to acquiring whole loans. Among
the criteria is a requirement that all loans backing such interests must themselves
be eligible for purchase by the Bank as AMA. As with any new AMA product, a
Bank is only allowed to acquire such interests after its proposed program has been
reviewed and approved under the Finance Board’s New Business Activity regula-
tion.

The proposal further seeks comment on whether the Finance Board should take
measures to prevent a Bank from acquiring loans or assets backed by loans, through
its AMA program, where the loans have features or were made under circumstances
that may be considered predatory or abusive. The proposal also asks for comment
on whether and how to limit Banks’ authority to acquire such loans or assets backed
by such loans.

The text of the proposed regulation maintains the current prohibition on pur-
chases directly from affiliates of member institutions. In response to numerous
requests from members using affiliates and subsidiaries for mortgage origination ac-
tivities, the preamble does invite comment on changing current policy to allow affili-
ates owned and controlled by members to directly sell assets to Federal Home Loan
Banks.

The importance of revising Finance Board regulations to better reflect the Agen-
cy’s supervision approach argues for a constructive exchange among the interested
public, Federal Home Loan Banks, and the Finance Board. It appears, however, that
some may have misunderstood the intention of this proposed regulation.

As a result, in agreement with my fellow Directors, I will ask the Finance Board
to vote at its regular Board meeting tomorrow to withdraw the present rulemaking.
The proposed text will be revised and clarified to more clearly enunciate the prin-
ciples I listed above, and the resulting proposed regulation will be voted on in a sub-
sequent meeting. If approved by the Finance Board, the revised proposed regulation
will be published for a 90-day comment period.
Multidistrict Membership

When I became Chairman of the Finance Board in December 2001, the multidis-
trict membership debate was already over a year old, having been prompted by reg-
ulatory requests filed in 2000 and 2001 by four Federal Home Loan Banks that had
lost large members to mergers with institutions headquartered in other Federal
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Home Loan Bank districts. A Solicitation for Comments on the issue was pending
and remained open until March 2002.

When Congress created the 12 Federal Home Loan Banks 71 years ago, it antici-
pated that each member thrift institution would operate where its collateral was lo-
cated, and at that time, that meant in its home State alone. The financial world,
of course, has fundamentally changed since 1932, as has the membership base of
the Federal Home Loan Banks now that membership is voluntary for all and open
to commercial banks and credit unions, as well as thrifts and insurance companies.

With the advent of interstate banking and national holding companies, the Fed-
eral Home Loan Banks are operating in a different competitive environment than
existed through most of their history. For Bank member institutions organized
under certain holding company structures, multidistrict membership already exists.
One hundred three holding companies, doing business in more than one Federal
Home Loan Bank district through separately chartered subsidiaries, currently ac-
count for 451 distinct Bank memberships. Institutions that operate in multiple re-
gions through a single charter, however, are precluded by Finance Board regulations
from establishing similar operating arrangements with more than one Federal
Home Loan Bank.

Let me make clear that, while it is my view that the Federal Home Loan Bank
Act both empowers and obligates the Finance Board to continue regulating the
terms of Bank membership to the extent necessary to ensure safe and sound oper-
ation of Banks, access by Banks to capital markets, and achievement of the Banks’
housing finance mission, I am neither an advocate nor an opponent of expanding
multidistrict membership in the Federal Home Loan Bank System.

When I became Chairman, I asked the four Banks seeking regulatory approval
for multidistrict membership to withdraw their requests to permit a thorough, com-
prehensive review of the changed financial services industry and mortgage market
circumstances that give rise to the multidistrict issue. That review has occurred
without producing any compelling reason for the Finance Board to address the ques-
tion of expanded multidistrict membership on its own initiative.

My commitment to those Banks that withdrew their pending regulatory requests,
however, was that, when the review was complete, any Bank seeking authority to
admit as a full member an institution doing business in that Bank’s district but
maintaining a charter and membership in another Federal Home Loan Bank district
would be afforded an opportunity to make its case to the Finance Board and present
its recommended solutions to the various operational challenges its proposal would
raise. In June, in fulfillment of my commitment to those Banks, I requested the Of-
fice of Supervision and the Office of General Counsel to draft a proposed regulation
establishing a process by which the Finance Board could receive, review, and accept
or reject such applications, should any Bank choose to make one. No Bank, however,
has made any request to the Finance Board to proceed on multidistrict membership,
the draft proposal was never completed, and no further Finance Board action estab-
lishing a procedure is planned.
Conclusion

Chairman Bennett, distinguished Members of the Subcommittee, I close by re-
turning to the very reason the Federal Housing Finance Board exists: to ensure that
Federal Home Loan Banks operate in a financially safe and sound manner, carry
out their housing-finance mission, and remain adequately capitalized and able to
raise funds in the capital markets.

Since 2002, the Finance Board has dramatically improved its ability to perform
these statutorily mandated responsibilities. The Agency’s supervision function is
stronger, more thorough, and more effective. Taken in conjunction with the initia-
tive to enhance the financial disclosures filed by the Federal Home Loan Banks, I
believe the Finance Board is capably representing the interests of the public and
taxpayers who stand behind the Federal Home Loan Banks and who benefit from
the successful performance of the Federal Home Loan Banks’ important role in
housing finance.

—————

PREPARED STATEMENT OF NORMAN B. RICE
PRESIDENT AND CHIEF EXECUTIVE OFFICER, FEDERAL HOME LOAN BANK OF SEATTLE

SEPTEMBER 9, 2003

Good afternoon Chairman, Ranking Member Johnson, and Members of the Sub-
committee. I am Norman B. Rice, President and Chief Executive Officer of the Fed-
eral Home Loan Bank of Seattle.
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I would like to thank Chairman Bennett and the Subcommittee for the oppor-
tunity to provide my perspective on the unique and vital role the Federal Home
Loan Banks play in building strong communities and healthy economies across
America.

The 12 Federal Home Loan Banks have a long history of service and account-
ability to the more than 8,000 financial institutions we serve, to the millions of indi-
viduals and families we help realize the American Dream of homeownership, and
to the regulators and Congress who oversee our system.

But it is not the history of our banks that I want to talk with you about this after-
noon. Where we have been and what we have accomplished as a Bank System is
significant and well documented. But my focus is on the relevance of the Bank Sys-
tem today—and in the future—and the critically important role we play on behalf
of our financial institution members, and the economic health of our country.

I will start with what I consider to be the most important element of the Federal
Home Loan Banks—we are a cooperative. Our members own the Bank System, and
we are accountable to them.

We are truly unique in that sense. By constructing the Home Loan Banks as a
cooperative, Congress ensured that all value and benefits from the System are
passed directly back to the member financial institutions that are the lifeblood of
small business, agriculture, and neighborhood revitalization in this country.

These are the banks, credit unions, thrifts, and other institutions that give com-
munities critically needed access to credit; these are the risk-takers whose leader-
ship and resources build stronger towns, cities, and, to a very real extent, a stronger
Nation.

You can do that in a cooperative that provides each one of its members—small
and large—the same access to a stable, low-cost, and reliable source of wholesale
funding. In turn, you cannot do what we do in a publicly traded company where
your primary focus is building investor value for tens of thousands of individual
stockholders.

It works much differently in the Federal Home Loan Bank System. We have a
business relationship with each of our members—they are both our owners and our
customers. We know them by name. We understand their individual market needs
and the needs of their communities. They are represented on our boards and provide
the leadership of our 12 banks.

No other housing GSE or financial institution can replicate this partnership of
bank, member, and community.

At the Seattle Bank, we like to use the term ‘‘rock solid’’ to characterize our orga-
nization and the business relationship we have with our members. It conveys a
sense of accountability and commitment to our cooperative, and the unwavering be-
lief that a member’s investment is being managed for the long-term, not just quarter
to quarter. That is how our member financial institutions see us—as a safe, sound
partner they can use to more effectively manage their balance sheets—in good eco-
nomic times and bad—for the purpose of better serving their local customers and
communities.

Within the cooperative structure of the Bank System, it is also important to un-
derstand the profile of our membership. The overwhelming majority of our member
financial institutions are smaller, community-based companies. Our typical member
has about $110 million in assets, almost half of our members are located in rural
areas, and most are independently owned.

We also serve the Nation’s largest lenders. Our Congressionally mandated mission
is to make bank credit available for our local communities. Given the realities of
the financial services industry, which has consolidated enormously, it would simply
be impossible to fulfill our mission unless we also supported the largest lenders who
now account for a vast amount of lending activity. For example, the top three U.S.
lenders now account for 37 percent of all home mortgage originations. The top 30
originators account for 60 percent of all loan originations.

As you can see, the Bank System cooperative is a place where financial institu-
tions of all sizes share mutual interests and share mutually in the benefits of their
joint enterprise.

As I sit before you today, the Federal Home Loan Banks and the housing GSE’s
are facing significant challenges and changes regarding their business practices,
regulatory structure and mission-based programs and activities.

There is much to discuss and determine in the coming months, and potentially
much at stake for financial institutions, businesses, homebuyers, and the American
economy.

As this Subcommittee and other Members of Congress consider the future of the
Federal Home Loan Banks and the housing GSE’s, you will no doubt be inundated
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with recommendations and solutions from many people representing many of the
constituencies that have come before you today.

As a former public policymaker, I remember that process all too well. But in place
of recommendations and solutions, I would like to offer you two things today: Some
baseline questions and principles to consider in your discussions in the weeks and
months ahead, and clear evidence of the powerful impact the Bank System has on
our country’s financial services industry, our communities, and our economy.

First, two questions that I believe appropriately frame the issues now before Con-
gress regarding our Bank System and housing GSE’s.
• What are the benefits and risks that the housing GSE’s present to taxpayers?
• How are the risks best managed?

Over the course of any week in my job, I am asked by a number of people what
the Federal Home Loan Bank of Seattle is, and what it does. For those not involved
in the banking and financial services industry, our system is, for the most part, un-
known. So, I am always pleased to provide some quick education, and pleased be-
cause of the answer I am able to give: We help ensure that Americans have homes
and healthy local economies.

How do we do that? By connecting financial institutions of all sizes to the capital
markets. This provides our member banks with a stable source of lower-cost funds
that they use in their own communities to support homebuyers, businesses, and
farmers.

But perhaps an even better way to illustrate the benefits of the Bank System is
to imagine our country without the 12 Home Loan Banks. Consider the following:
• In 2002, the Bank System extended nearly a half trillion dollars in advances

(what we call loans) to our member financial institutions, strengthening local
economies, and increasing homeownership. Imagine those dollars gone.

• Since 1991, the Federal Home Loan Banks have awarded $1.6 billion in Afford-
able Housing Program grants, helping to create 360,000 low-income housing units
across the country. Each of our 12 Banks annually provides 10 percent of their
net income for affordable housing. Last year, that totaled about $200 million.
Imagine those dollars gone.

• In 2002, the Bank System provided nearly $9 billion in reduced-rate, long-term
Community Investment Program (CIP) advances, used by our member financial
institutions to finance commercial and economic development initiatives that ben-
efit low- to moderate-income families and neighborhoods. Since CIP began in
1990, our Banks have issued nearly $36 billion in reduced-rate loans. Imagine
those dollars gone.
Now imagine the collective impact on our national economy, not to mention indi-

vidual business owners, homebuyers, and farmers.
Ask yourselves who would provide the bank credit to support your local econo-

mies? How would your local bank compete if they did not have access, through their
regional Home Loan Bank, to the capital markets? Where would these institutions
turn, in good times and bad, to meet loan demand despite the outflow of consumer
deposits from the banking system? Where would your constituents go to get loans
to buy homes and run their businesses?

Now go one step further: If the housing GSE’s did not exist today, what would
Congress put in their place? I believe you would come back to something that looked
a lot like the Federal Home Loan Bank System.

Here’s why:
• The Bank System is funded entirely through private capital. The cooperative is

built by private owners who have put more than $36 billion of their own money
at risk to capitalize the Bank System.

• The Bank System is cooperatively owned to support—rather than compete with—
the private marketplace. Our stock is not publicly traded. We are not driven by
an imperative for double-digit growth to meet expectations of the stock market.
We do not have third-party investors pulling value out. Every dollar of value cre-
ated by the Bank System is poured back into the housing finance system, ulti-
mately benefiting your constituents, the consumers of bank credit. Those are bank
owners, business owners, farmers, homebuyers, nonprofit housing corporations,
neighborhood social service organizations, municipalities, and many, many others.

• The Bank System has the capacity to innovate and keep pace with an evolving fi-
nancial services industry. This is why the Bank System offers mortgage purchase
programs. Our members have told us they can better serve homebuyers and local
markets if there is more competition in the secondary mortgage markets. It is no
accident that our System’s program volume has accelerated from zero to almost
$100 billion. Without question, there is a private-market demand for competition,
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and we believe that competition is healthy—it is good public policy. And it is
equally important to remember that when programs such as these boost earnings
and profitability in our banks, that provides more funding for affordable housing
and economic development in our communities. At the Seattle Bank last year
alone, our Mortgage Purchase Program generated $1.75 million in additional AHP
subsidies. My point here is, you cannot disconnect profitability and mission with
the Bank System.

• The Bank System is organized by region, ensuring that each bank is connected
and responsive to local markets. Twelve Home Loan Banks were created to focus
on local markets, to know their local member financial institutions and create
products and services that meet their customers’ needs and the affordable housing
and economic development needs of their communities.

• The Bank System pays its fair share of taxes. The Home Loan Banks carry a spe-
cial tax burden that cannot be sheltered and is equivalent to a Federal corporate
tax rate. The Bank System has been required, since 1989, to pay off the
REFCORP debt and provide 10 percent of its net income in support of low-income
housing. This is the single-largest private source of housing subsidy in the United
States.

• The Bank System is a reliable source of liquidity through all parts of the economic
cycle. This is the primary reason why financial institutions join the Bank System.
They rely on our capacity to access the capital markets on their behalf. That is
why, even in a down economy, demand for advances across all of our banks has
reached nearly a half trillion dollars.
As you can see, it is not a difficult task for me to list the benefits provided by

the Bank System. Over the last 70 years, the 12 Home Loan Banks have consist-
ently proven their relevance to our members and their communities.

The harder question—especially in today’s environment—is whether or not the
risks are being managed appropriately. While it is one thing to say our advance and
mortgage purchase programs drive profitability and support mission-based programs
and activities—which they do—it is quite another to ensure that the risks inherent
in those programs are being managed appropriately.

My colleagues testifying on this panel today will address other key issues regard-
ing the Bank System, including risks associated with financial management, govern-
ance, and regulatory oversight.

Just as I have noted some attributes and principles that should underlie a modern
housing GSE, I would like to also articulate some basic principles as you consider
GSE oversight going forward.

First of all, it would be disingenuous of me or anyone else to state that the Home
Loans Banks and other housing GSE’s are far bigger and more complex, and there-
fore should be held to different risk standards. Clearly, the bar has been raised
across the financial services industry in this regard.

While history proves that we have done a great job for a long time—not a single
credit loss against advances since the inception of the Bank System in 1932—I also
understand this is 2003, not 1932, and much more must be done. Your constituents
and ours are demanding the highest levels of accountability, and we must deliver
on that.

On the matter of consolidation of the GSE regulators: Whether or not Congress
determines that a single GSE regulator is the appropriate direction or not, all three
housing GSE’s must have strong regulatory oversight to ensure both safety and
soundness and mission achievement. There can be no debate on that point.

The fact is that the three housing GSE’s must manage many of the same risks,
and we share a common mission—to support homeownership by providing the fund-
ing and the tools the Nation’s housing lenders need to be successful. That means
it is time to straighten out the hodgepodge of inconsistent requirements and over-
sight of the housing GSE’s.

For example, why do two housing GSE’s have lower capital requirements than the
Home Loan Banks that demonstrably carry less credit risk? Why is there incon-
sistent mission oversight—with the Home Loan Banks delivering cash grants, while
the other housing GSE’s hit a different set of affordable housing goals?

What public policy goal is advanced when roadblocks are put in front of our Bank
System when we respond to our members’ stated desire to have greater competition
in the secondary mortgage market? And when, in fact, those roadblocks actually
hinder our ability to drive more funding to our member financial institutions and
their communities? I have heard it called ‘‘mission creep.’’ From my point of view,
it is more like ‘‘mission leap’’—it allows us to take more significant steps toward
fulfilling our mission, not walking away from it.
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While it is often frustrating to me that the Bank System’s mission and impact
is understood by so few, I think it is apparent that this Nation and your constitu-
encies—our financial institutions and local communities—would struggle mightily if
we failed to do our job.

Today, as one of 12 presidents within the Federal Home Loan Bank System, I
stand committed to work with you to find better ways to serve the ever-changing
needs of the financial services industry and our communities.

I want to be clear that I believe the onus for strengthening our system lies not
only with Congress and regulators, but with the Home Loan Banks themselves. We
must further step up and accept the risks in our system and industry, and accept
that more intense public oversight is inevitable. We welcome that public oversight
because, if done smartly, it will strengthen our Bank System and, ultimately, the
economy of this country.

In closing, I would like to leave you with some principles that I believe should
inform your discussions and decisions in the months to come:
• Private capital is the most effective cushion to guard the public against the risks

inherent in our enterprises. As cooperatives, the Home Loan Banks are capital-
ized by their customers, who are risk-averse, and who monitor risk-taking in a
way that third-party shareholders cannot.

• Insist on competition among housing GSE’s rather than competition with the pri-
vate financial services industry.

• Demand that more of the value created by the housing GSE’s be delivered to the
housing finance system and consumers rather than private investors.

• Demand consistent, strong and smart regulatory oversight for all housing GSE’s—
and recognize the critical differences between the Bank System and publicly trad-
ed housing GSE’s.

• Demand an intense focus on our mission, hold us accountable, and keep in mind
what America would look like if the Home Loan Banks did not exist.
Mr. Chairman, this concludes my written remarks. Thank you, again, for allowing

me the opportunity to speak with you today. I would be happy to answer any ques-
tions you or other Members of the Subcommittee may have.

—————

PREPARED STATEMENT OF MICHAEL MIDDLETON
VICE-CHAIRMAN, FEDERAL HOME LOAN BANK ATLANTA

CHAIRMAN AND CEO, COMMUNITY BANK OF TRI-COUNTY, WALDORF, MD

SEPTEMBER 9, 2003

Good afternoon Chairman Bennett, Senator Johnson, and Members of the Sub-
committee. Thank you for the opportunity to appear before you today to discuss
something that is very important to my business and to my community—the Fed-
eral Home Loan Bank System. I am Michael Middleton, Chairman and CEO of
Community Bank of Tri-County, in Waldorf, Maryland. I serve as Maryland’s elect-
ed Director on the Federal Home Loan Bank of Atlanta’s Board of Directors and am
honored to serve as the Vice-Chairman of that Board. I am also a Member of the
Board of the Council of Federal Home Loan Banks.

I am pleased to testify today on behalf of the Atlanta Bank. I am Chairman and
CEO of a bank that is a member and long-time user of Federal Home Loan Bank
advances, as well as other products, particularly in the community investment area.
I believe this experience, together with my 5 years of service on the board of the
Federal Home Loan Bank of Atlanta, gives me a broad perspective on the Federal
Home Loan Bank System that I hope can provide helpful insight to the Sub-
committee.

Community Bank of Tri-County has over $300 million in assets and is a true com-
munity bank serving southern Maryland. Our customer base draws from a broad
economic range and includes rural, agricultural, small business owners, and the
families employed by high tech companies that support three naval facilities. We try
to tailor our services and products to meet the needs of our communities while com-
peting with large regional and national financial institutions.

At my bank, we take our Community Reinvestment Act responsibilities very seri-
ously. Moderate to smaller-sized community banks are increasingly challenged in
meeting their CRA requirements. The FHLBank’s programs, explained in greater
detail below, provide us with the tools and skills to fulfill this statutory and commu-
nity responsibility. The FHLBank System helps level the competitive playing field
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in many ways, enabling Community Bank to continue to be part of the economic
foundation of southern Maryland.
Background

As you may be aware, the 12 Federal Home Loan Banks are Government Spon-
sored Enterprises that were created and organized under the authority of the Fed-
eral Home Loan Bank Act of 1932. Congress created the Federal Home Loan Banks
to stabilize and improve the availability of funds to support homeownership. Al-
though initially capitalized with Government funds, member banks, like mine, have
contributed all the Federal Home Loan Banks’ capital for over 50 years. The Federal
Home Loan Banks have provided over 70 years of innovation and service to the U.S.
housing market, and currently have over 8,000 member institutions.

The Federal Home Loan Banks and their members (federally insured savings as-
sociations, commercial banks, credit unions, and some insurance companies) are the
largest source of residential mortgage and community development credit in the
United States. Federal Home Loan Banks increase the lending power of local finan-
cial institutions. Thanks in large part to the work of Senators Hagel, Johnson, and
Bayh to include Federal Home Loan Bank modernization in the Gramm-Leach-Bli-
ley Act, the Federal Home Loan Banks help community financial institutions pro-
vide critical small business, community development, rural and agricultural loans,
as well as residential mortgages. I believe it is important to note, Senators, that the
Federal Home Loan Bank System is the only institution in the United States that
fulfills this mission.

The Federal Home Loan Banks are very different from the other housing GSE’s.
They are unique in that they are cooperatives that are jointly and severally liable
for the consolidated debt issued through the Office of Finance as their agent. As co-
operatives, only member institutions own the capital of each Federal Home Loan
Bank. There is no publicly traded stock and no established marketplace for the Fed-
eral Home Loan Banks’ capital. Further, there is no market pressure on the price
of the capital stock; it is always bought and sold at par. While the Federal Home
Loan Banks are not the only cooperatives, nor are they the only institutions that
operate with joint-and-several liability, no other housing GSE or private sector fi-
nancial institution plays the same economic role or operates under the same overall
structure as the Federal Home Loan Banks.

It is the task of the Federal Home Loan Banks to maintain a balance between
their public policy mission and their obligation to provide adequate returns on the
capital supplied by their members. They do this by providing a stable, low-cost, and
reliable source of short- and long-term funding. For many Federal Home Loan Bank
members that are small- or medium-sized community banks, direct borrowing in the
capital markets is not a viable option. With the disintermediation of our deposits
to Wall Street during the 1990’s, a gap in funding during the last economic expan-
sion proved the value of the FHLBanks in assisting us in meeting the credit needs
of our local market. By providing a necessary source of wholesale funding to help
members manage liquidity, loan demand, and interest rate risk, the Federal Home
Loan Banks enable us to remain independent and continue as an economic engine
in our community. Between 1994 and 1999, approximately 30 percent of all whole-
sale funding used by banks came from the Federal Home Loan Bank System.

As regional institutions, each Federal Home Loan Bank develops its programs in
response to the needs of its membership. For example, in response to member de-
mand, the Federal Home Loan Bank of Atlanta provides its members a competitive
alternative to the traditional residential secondary mortgage market through two
acquired member asset (AMA) programs, Mortgage Partnership Finance,® and
Mortgage Purchase Program. These AMA programs provide medium- and smaller-
sized institutions with another financial tool in delivering competitive credit prod-
ucts. Like the advance programs, the AMA programs help level the competitive
playing field.

Reflecting the Federal Home Loan Banks’ cooperative nature, the financial strate-
gies of the Federal Home Loan Banks are designed to enable them to expand and
contract in response to their members’ credit needs.
Federal Home Loan Bank Programs—How They Meet Their Mission Locally

My bank relies on the Federal Home Loan Bank of Atlanta and its programs to
deliver financial services to our communities. Like much of the country, our area
needs more affordable housing. The price of housing continues to rise and demands
for land limit the availability of workforce housing throughout our local market. Our
major population centers are growing, resulting in greater need for improved med-
ical, school, and volunteer fire/rescue support facilities. The Federal Home Loan
Banks are often an invisible, but vital, partner in fulfilling these needs. We use the

VerDate 11-MAY-2000 18:52 Jun 03, 2005 Jkt 000000 PO 00000 Frm 00065 Fmt 6633 Sfmt 6621 21384.TXT SBANK4 PsN: SBANK4



62

FHLBank to provide the critical first layer of support upon which many layers of
private and public support are built to bring about new affordable housing and/or
community growth.

Community Bank has partnered with a number of nonprofit Community Develop-
ment Corporations to support affordable housing and infrastructure development
projects through programs offered by the Federal Home Loan Bank of Atlanta.
These include the Affordable Housing Program (AHP) and the Economic Develop-
ment and Growth Enhancement (EDGE) Program. By using AHP, EDGE, and other
similar programs, community banks like mine can make affordable housing and
community development projects economically feasible.

A good example of this is the Yardley Hills project in Calvert County, Maryland.
That project utilized over $2.7 million in complex layered funding made available
by participation in the Federal Home Loan Bank of Atlanta’s Affordable Housing
Program. In another project, we used the EDGE loan program to provide the Jarboe
Family Head Start Center in St. Mary’s County, Maryland with permanent funding
when other traditional banking sources of large regional banks became unavailable.

Federal Home Loan Bank Community Investment Programs have allowed us to
partner with the USDA to provide single-family homeownership to very low-income
families with structured funding and first time homebuyer funds.

Finally, for one of our community’s volunteer fire/rescue needs, we obtained a
$2,000,000 Economic Development Program advance to provide permanent financing
for a new firehouse located in a low-income community in La Plata, Maryland.

Senators, these projects and hundreds of others like them would not have been
economically feasible without the programs of the Federal Home Loan Bank. They
enable community banks to meet those credit needs that often would go unmet by
larger nonlocal banks. It is also important to point out that the Federal Home Loan
Banks provide the training and technical assistance that teach smaller institutions
to use these programs—training that would otherwise be too expensive for or un-
available to community banks.

The examples I have given with respect to my bank describe in part the distinc-
tive role played by the Federal Home Loan Banks in housing finance. They make
loans, called advances, to their members on the security of mortgages and other eli-
gible collateral. Federal Home Loan Bank advances directly support our housing
markets, including those focused on low- and moderate-income households, as well
as all aspects of community development critical to the creation of jobs.

Federal Home Loan Banks also help their members provide other needed forms
of community development credit. Since the passage of the Gramm-Leach-Bliley Act,
Federal Home Loan Banks may now allow ‘‘community financial institutions’’ to
pledge as collateral for advances small business, small farm, and small agribusiness
loans. Expanding the types of eligible collateral that smaller financial institutions
may pledge serves a number of purposes. Many smaller institutions, particularly in
rural areas, have faced funding needs but have not had sufficient residential mort-
gage collateral to secure FHLBank advances. Expanding the eligible forms of collat-
eral for these institutions will help them meet these funding needs. With the help
of the Federal Home Loan Banks, small local financial institutions may now better
serve the community development credit needs of their areas.

As I indicated earlier in my testimony, the Federal Home Loan Banks also help
members meet their Community Reinvestment Act (CRA) responsibilities. They do
this through programs such as the Affordable Housing Program (AHP), the Commu-
nity Investment Program (CIP), EDGE, and others. These programs give members
access to subsidized and other low-cost funding for affordable housing and commu-
nity development projects that benefit low- and moderate-income neighborhoods.

By supporting their member institutions, the Federal Home Loan Banks also
strengthen their communities. Each Federal Home Loan Bank is required, by law,
to allocate 10 percent of its net income to affordable housing programs. The funds
provided under this program are grants and loans. Last year, the Federal Home
Loan Banks contributed $199 million to the AHP. Since the program’s beginning in
1990, the Federal Home Loan Banks have set aside approximately $1.7 billion in
AHP subsidies, helping to create 360,000 units for low-income families. The Federal
Home Loan Banks collectively are the largest source in the Nation of private fund-
ing for affordable housing.

The Federal Home Loan Banks also have established a number of other housing
and economic development initiatives for their members. These programs are funded
voluntarily by the Federal Home Loan Banks separate from AHP. The Federal
Home Loan Bank of Atlanta has established a predevelopment fund that offers re-
coverable grants to help finance predevelopment expenses associated with affordable
housing and economic development projects. The Atlanta Bank also offers a training
and technical assistance initiative for community development corporations serving
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the neighborhoods surrounding Historically Black Colleges and Universities, as well
as a subsidized loan program called EDGE, mentioned earlier in this testimony, to
finance targeted community economic development projects. In addition, FHLBank
Atlanta also offers both an at-cost advance program to help members finance loans
for economic development activity, and a fund to provide matching equity invest-
ments for members investing in New Market Tax Credits.

In addition to examples cited earlier involving my bank, EDGE loans have helped
finance a childcare center serving low-income families in Tuscaloosa, Alabama.
Training and technical assistance supported by the Federal Home Loan Bank of At-
lanta in North Carolina enabled Elizabeth City State University, a Historically
Black University, to obtain financing through the Bank’s Affordable Housing Pro-
gram for the rehabilitation of owner-occupied units damaged by Hurricane Floyd.
Other Federal Home Loan Banks have customized programs as well—programs like
assistance to potential minority-homebuyers; first-time low-income homebuyer pro-
grams; various predevelopment and affordable housing capacity initiatives; flood
relief assistance programs; and rural technical assistance programs to help commu-
nities address unmet affordable housing needs by establishing rural housing part-
nerships.

I strongly believe that the Federal Home Loan Bank System is able to provide
the important benefits it does because of its dynamic membership of large and small
institutions and its regional, decentralized, cooperative structure. And, I can say
unequivocally that without the Federal Home Loan Banks and the programs they
provide, it would be far more difficult for my bank, and the thousands of other com-
munity banks to remain independent, competitive, and capable of extending impor-
tant housing and community development credit.
FHLBank and Director Responsibility

I have discussed the role of the Federal Home Loan Banks in meeting their mis-
sion of providing competitive funding to their member financial institutions to in-
crease the availability of funds for residential and community development lending.
I have given you examples of why the Federal Home Loan Bank System is so vital
for community banks like mine. As I stated earlier, I am also an elected Member
of the Board of Directors of the Federal Home Loan Bank of Atlanta, and that role
imposes additional important responsibilities.

As a director, I know that the Federal Home Loan Banks have obligations in addi-
tion to the mission of being a creative funding source for the extension of residential
and community development credit. The Federal Home Loan Banks, although being
exempt from Federal, State, and local taxation, are required to make payments to
the Resolution Funding Corporation (REFCORP) and the Affordable Housing pro-
gram (AHP). Those mandatory contributions are equivalent to a 26.5 percent effec-
tive income tax rate.

The Federal Home Loan Bank of Atlanta and its board of directors support the
Administration’s position that the housing GSE’s should provide complete and
transparent financial disclosures that constitute ‘‘best of class.’’ That is why we,
along with the other FHLBanks, have been working on these issues with all rel-
evant parties to resolve the specific issues presented by the FHLBanks’ statutory
mission, cooperative structure, and joint and several liability.

As a director, I want the Atlanta Bank to meet the highest standards of disclo-
sure. At the same time, as a director, I have an obligation to all the other member/
owners to be certain that such disclosures are not administered in a manner that
could impair the mission, operations, or increase the cost of funds of the Bank. If,
as a director, I agree to voluntarily register the Bank’s equity with the SEC, not
only do I assume additional personal civil and criminal liabilities under the relevant
statutes, but I also assume liability for my decision to voluntarily register. In con-
ducting my fiduciary duty as a corporate director consistent with the Business Judg-
ment Rule, I must believe that all critical issues have been satisfactorily resolved
and sustainable agreements reached before I, as a director representing the share-
holders of the Bank, am permitted to agree to such action.

Just one example of the outstanding issues is how joint and several liability will
be handled. The Federal Home Loan Banks have always been jointly and severally
liable for each other’s debt. Under SEC registration, it is possible that each Federal
Home Loan Bank could have to create an additional on balance sheet liability re-
flecting the ‘‘fair value’’ of such liability for the combined debt of all the FHLBanks.
Critical accounting issues like this and others must be effectively resolved in a man-
ner that all the Federal Home Loan Banks can rely on going forward without the
threat of quarter-to-quarter or year-to-year reconsideration upon each SEC filing.

Contrary to popular misconceptions, the Federal Home Loan Banks are privately
capitalized by their members and do not receive any taxpayer assistance to operate.
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The Federal Home Loan Bank System debt is not guaranteed by the Federal Gov-
ernment, and does not constitute an obligation of the United States. The Federal
Home Loan Banks have operated since 1932 to help bring needed credit to the mem-
bers and communities they serve. And they have done so in a safe and sound man-
ner. The Federal Home Loan Banks are required by statute to obtain sufficient col-
lateral on advances to protect against losses, and to accept only certain collateral
on their advances. Consequently, no Federal Home Loan Bank has ever experienced
a credit loss on an advance. At the end of 2002, for example, the Federal Home Loan
Banks had rights to collateral, either loans or securities, on a member-by-member
basis, with an estimated fair market value in excess of outstanding advances.

The resources and services provided by the Federal Home Loan Banks to their
member institutions play a key role in the continued success of our Nation’s housing
market. They play a key role in serving the financial needs of our local commu-
nities. Without the Federal Home Loan Banks, it would be far more difficult for our
Nation to achieve these objectives.

Thank you for the opportunity to appear before you this afternoon. I would be
pleased to answer any questions that you may have.

—————

PREPARED STATEMENT OF SHEILA C. BAIR
DEAN’S PROFESSOR OF FINANCIAL REGULATORY POLICY

ISENBERG SCHOOL OF MANAGEMENT, UNIVERSITY OF MASSACHUSETTS

SEPTEMBER 9, 2003

Chairman Bennett, Senator Johnson, Members of the Subcommittee, it is a pleas-
ure to appear before you today to assist you in your oversight of the Federal Home
Loan Bank System. A strong housing market is among the Nation’s top economic
priorities, and the Federal Home Loan Bank System is an indispensable component
of that market. When the Hoover Administration developed the blueprint for the
System in the throes of the Great Depression, it was based on the premise that this
cooperative was needed to assure a constant flow of funding when deposits proved
inadequate due to national or regional economic conditions. Seventy years later,
with over $500 billion in FHLB advances outstanding, the underlying premise for
the System remains valid. The Federal Home Loan Banks play a vital role in mort-
gage finance and deserve to be continued and strengthened.
Challenges Confronting the System

It is in the spirit of System supporter that I come to you this morning to raise
three issues that I believe warrant your attention: Multidistrict membership, expan-
sion of the System’s mortgage acquisition programs, and lack of SEC registration
of FHLB securities. These issues are important because their resolution will help
determine the future of the system and its long-term stability. They were examined
in detail in a paper I recently completed that was funded by a grant to the School
of Management from the Fannie Mae Corporation, which I would like to submit for
the record. The conclusions reached in the paper are my own, and do not reflect the
views of the research sponsor. After discussing my paper, I will make some general
observations about the FHLB System’s regulatory structure in relation to efforts un-
derway to improve safety and soundness regulation of Fannie Mae and Freddie Mac.
Multidistrict Membership

Recent industry consolidations have prompted some to call for allowing members
to belong to more than one district FHLBank. Throughout the System’s history, no
single institution has ever been a member of more than one district bank and the
System’s authorizing statute leaves little doubt that this is what Congress intended.
The Federal Housing Finance Board’s (FHFB) efforts to allow multidistrict member-
ship by regulation have been highly controversial, supported by only 5 of the Sys-
tem’s 12 district banks. Four of the FHLBanks are strongly opposed, with the re-
maining three undecided and expressing serious reservations.

My primary objection to multidistrict membership is that Congress—not the
FHFB—should decide whether such a fundamental change should be made to the
System’s historic regional and cooperative structure. I am also concerned that multi-
district membership could have a destabilizing influence on the System. Multidis-
trict membership would allow large institutions to ‘‘shop’’ their advance activity
among multiple FHLBanks, but because all the FHLBanks raise funds in the same
way, their ability to compete based on price will be limited. As a consequence, they
will likely compete on collateral and credit standards. In addition to diminution of
credit quality, allowing one member to have multiple relationships with FHLBanks
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1 Congress placed specific limitations on Fannie Mae and Freddie Mac regarding capital, safe-
ty and soundness, and mission requirements. However, since Congress never authorized the
FHLB System to enter the secondary mortgage market, it did not specify the limitations that
should apply.

2 Inside the GSE’s (April 2, 2003), at p.6; 2002 FHLBank System Annual Report at p.22.

would increase operational risk since the System lacks safeguards to obviate the
multiple pledging of collateral or the prospect of competing blanket liens. Moreover,
allowing multiple memberships could increase large borrower activity in the System
as a whole, thus exacerbating large borrower concentrations. Nearly 24 percent of
all advance activity is already concentrated in the System’s 10 top borrowers.

Multidistrict membership would, by definition, help only institutions large enough
to take advantage of it, and fundamentally alter the basic concept of the System—
a cooperative of regional banks existing to serve the funding needs of institutions
headquartered in their districts. Moreover, given the seismic consolidation activity
that occurred in the 1980’s—which the System weathered quite well—it is difficult
to see why current consolidation activity should provide the impetus for such a dra-
matic restructuring. Under a holding company structure, separately chartered sub-
sidiaries have been able to hold memberships in different banks—the same arrange-
ment commercial banks have with the Federal Reserve Banks—which maintains
consistency with the Federal Home Loan Bank Act and the regional character of the
System.
The Mortgage Acquisition Programs

The second issue I examined—expansion of the System’s mortgage acquisition pro-
grams—also primarily benefits the System’s largest members. Begun in 1997 as a
small pilot capped at $750 million, these programs have grown exponentially. The
System now holds $90 billion worth of mortgages in portfolio, representing over 10
percent of its assets. One FHLBank now has half its assets invested in mortgages
and only one-third of its assets in advances, the business activity that Congress as-
signed it.

There is nothing in the System’s legislative history or authorizing statute that
grants authority for direct mortgage purchases, and the other two major housing
GSE’s, that is, Fannie Mae and Freddie Mac were established and chartered by
Congress expressly for that purpose. Congress, not the individual FHLBanks or the
FHFB, should decide whether it wants the System to be a major player in the sec-
ondary mortgage market, and if so, the terms and limitations that should apply.1

The risks associated with mortgage acquisition are distinctly different from those
associated with the System’s traditional role of making fully collateralized advances.
Advances have prepayment penalties and call features that allow the FHLBanks to
effectively manage their interest rate risks. Different, more complex tools are need-
ed for the interest rate/prepayment risk presented by mortgages held in portfolio.
Operational risk is also significant—there is a serious question as to whether the
System has sufficient numbers of qualified staff or infrastructure needed to manage
even the day-to-day risk associated with secondary mortgage market participation.
The staffs of each FHLBank and the Office of Finance are relatively small, and they
are trained in the traditional business of advances, not mortgage acquisition and
portfolio management. Regarding credit risk, the mortgage acquisition programs’
proponents boast that the originators—not the FHLBanks—retain the credit risk.
In truth, the originators provide credit enhancements that are only as good as the
FHLBanks require them to be based on their own interpretation of historical default
data, which again, is outside their traditional mission and expertise. It is also tell-
ing that a recent FHFB proposed rulemaking—now withdrawn—would have elimi-
nated one of these programs most important tools in managing credit risk—the
requirement that pools of purchased mortgage assets achieve an investment grade
rating from an independent ratings agency.

No adequate public policy basis has been advanced for the System’s foray into this
new, riskier line of business. Though promotional materials for the programs claim
that they are designed to help smaller institutions, available data suggests that they
are being run overwhelmingly for the benefit of large originators. According to trade
journal reports, the top five mortgage originators sold $42.7 billion in mortgages to
the FHLBanks in 2002.2 Assuming the accuracy of this report, these five institu-
tions would account for almost all of the $45.7 billion dollars in FHLBank mortgage
acquisitions in 2002. If Congress wishes to authorize yet another GSE entry into
the secondary mortgage market, it should assure itself there is a valid public policy
basis to do so. Meeting legitimate market needs of smaller, community-based insti-
tutions might be one justification. Enriching large mortgage originators is not.
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SEC Registration
In my paper, I also concluded that voluntary SEC registration would be in the

best interests of the System and its debtholders. I will not belabor the arguments,
because Assistant Secretary Abernathy has already eloquently stated them in his
testimony. Suffice it to say, voluntary SEC registration would enhance the image
of the System and demonstrate that the FHLBanks are committed to a policy of full
disclosure.
Thoughts on Regulatory Structure

Questions about the capability of the System to manage new risks associated with
multidistrict membership and mortgage acquisition programs are heightened by
longstanding weaknesses in the FHFB examination process, identified by the Gov-
ernment Accounting Office (GAO) in 1998 and again in 2002. Though the FHFB has
taken a number of steps to address these weaknesses, including increasing the num-
ber of examiners and putting greater focus on major risks and the quality of controls
at FHLBanks, the GAO found in a report released last February that it is still too
soon to evaluate the effectiveness of these measures. As of February 2003, the
FHFB had only 14 examiners, with plans to increase the total number of examiners
to 24 by the end of 2004. According to its fiscal year 2003 budget, only $9.7 million
of its $27 million budget was allocated for the Office of Supervision. By way of com-
parison, Treasury’s two bank regulatory bureaus—the Office of the Comptroller of
the Currency (OCC) and the Office of Thrift Supervision (OTS) will typically assign
teams of 20–30 examiners to each of its largest institutions, and will spend 70–80
percent of their budgets in direct support of supervision.

More fundamentally, the structure of the FHFB suffers from many of the same
defects now being scrutinized at the Office of Federal Housing Enterprise Oversight.
It is a small, low-profile agency that simply cannot attract and retain the quality
of staff that it needs. It exists outside the financial regulatory mainstream, and thus
does not benefit from the, routine day-to-day interaction that occurs among the
major bank regulatory agencies. It is responsible for only 12 Banks, plus the Office
of Finance—a narrow constituent base that creates the perception of ‘‘captive regu-
lator.’’ Other major financial regulators have a much broader regulatory base, and
their actions are generally reflective of the views and interests of diverse and com-
peting constituencies. For instance, bank regulators are constantly mediating dif-
ferences between large and small banks, those with different business lines, geo-
graphic concentrations, or customer bases. This in turn enhances the credibility and
quality of regulatory decisionmaking. When a regulator’s jurisdiction is confined to
a small group of closely aligned institutions, the pressure and input it receives can
become narrowly focused and one-sided. It becomes difficult for the regulator to stay
objective and ‘‘above the fray.’’

Should a new agency be created at the Treasury Department for oversight of
Fannie Mae and Freddie Mac, I believe it would be a stronger agency if it also in-
cluded oversight of the FHLB System. The new regulator would have a bigger, bet-
ter view of the housing finance market and would be in a better position to evaluate
the advantages—and dangers—of the major housing GSE’s competing directly with
each other in the same lines of business. From the standpoint of systemic risk and
taxpayer exposure, it is just as important to the Government for the FHLB System
to have quality safety and soundness oversight as it is for Fannie and Freddie. At
year-end 2002, the System had $668 billion in outstanding debt, compared to
Fannie’s $884 billion and Freddie’s $644 billion. It enjoys the same implied govern-
ment guarantee, with an even more generous line of credit from the U.S. Treasury.
Though unlikely, a widespread failure in the System could have staggering ramifica-
tions for U.S. taxpayers and the housing market.

Some have argued that the FHLBanks would be overwhelmed by the other two
politically powerful GSE’s if their oversight were to be housed in the same agency.
I do not believe it. With their longstanding community bank ties, and extensive
grass roots, I have no doubt the FHLBanks can hold their own. I have also heard
it argued that the Treasury Department would be hostile to the System, which I
can say from first hand experience is not the case. On the contrary, I believe the
Treasury respects the role of the System in the housing finance market and would
not do anything to disrupt it.

The competitive impact on FHLB funding costs should also be weighed in the bal-
ance when considering whether to merge the FHFB into the new agency. The cre-
ation of a credible, high quality GSE regulator within the Treasury will likely
receive a positive reaction in the capital markets, which could reduce Fannie and
Freddie’s funding costs. If the FHLB System is left out, that could widen spreads
between FHLBank securities and those issued by the Enterprises. Wider spreads
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would in turn mean a higher cost of funds for the FHLBanks, which would ad-
versely impact the price of advances and other FHLBank services.
Conclusion

Strong momentum is building for the creation of a credible, high quality regulator
within the Treasury Department to replace OFHEO. Now would be a propitious
time for the Congress to consider whether oversight of the FHLB System should
also be placed under this new regulator. To be sure there are important policy deter-
minations that Congress needs to make regarding the FHLB System’s mission and
future, and it is important not to impede the momentum behind the transfer of
OFHEO’s safety and soundness functions. However, concurrent action could assure
quality regulation of all three major housing GSE’s, and prevent a widening of
spreads, which could further weaken the System.

Thank you Mr. Chairman. I will now be happy to answer any questions you may
have.

—————

PREPARED STATEMENT OF TERRY SMITH
PRESIDENT AND CEO, FEDERAL HOME LOAN BANK OF DALLAS

SEPTEMBER 9, 2003

Mr. Chairman, Ranking Member Johnson, and Members of the Subcommittee, I
appreciate the opportunity to speak to you today about the Federal Home Loan
Banks. My name is Terry Smith, and I am President and CEO of the Federal Home
Loan Bank of Dallas. I am also the current Chairman of the Bank Presidents Con-
ference of the Federal Home Loan Banks (FHLBanks). Along with my colleagues,
I am pleased to provide an update on the FHLBanks’ activities and our progress
implementing the FHLBank provisions of the Gramm-Leach-Bliley Act (GLB Act).
Overview of the FHLBanks

The FHLBanks were created in 1932 to support America’s housing finance sys-
tem. It was largely the FHLBanks’ ability to raise long-term debt in the capital
markets and pass that funding along to their member financial institutions that en-
couraged the development of the 30-year fixed-rate mortgage that is the predomi-
nant financing tool in the U.S. mortgage finance system today.

The FHLBanks continue to play a vital role in the Nation’s housing finance and
community lending system. Our member institutions, primarily community banks
and thrifts, use the FHLBanks’ advances program to meet the mortgage and com-
munity lending needs of their local markets, and use our Affordable Housing Pro-
grams to make housing more affordable for thousands of low-income families in
those communities. These are our primary purposes, and we are proud of our accom-
plishments in carrying them out.

The FHLBank System, as it is sometimes called, is comprised of 12 individual
FHLBanks, their 8,080 member institutions, and the Office of Finance which issues
debt on behalf of the FHLBanks. Each FHLBank is a separate and distinct cor-
porate entity with its own stockholder/member institutions and its own board of di-
rectors. While the FHLBanks issue debt collectively and are jointly and severally
liable for the repayment of those debt obligations, there is no single controlling cor-
porate entity with responsibility for or authority over the FHLBanks. The 12
FHLBanks operate independently under the authority granted by Congress through
the Federal Home Loan Bank Act (Bank Act), as amended, and in accordance with
the regulations established by and under the regulatory oversight of the Federal
Housing Finance Board (Finance Board).

The FHLBanks are cooperative institutions that operate within districts originally
established by the Federal Home Loan Bank Board, the predecessor to the Finance
Board. Each FHLBank’s capital stock is owned only by its member institutions, and
only a FHLBank’s members (plus certain nonmember housing associates such as
state housing authorities) may conduct business with an individual FHLBank.

FHLBank members must meet certain statutory eligibility criteria. Each member
must purchase the FHLBank’s capital stock in order to become a member, and must
maintain capital stock holdings sufficient to support its business activity with the
FHLBank, either in accordance with the statutory formula or, for FHLBanks that
have already implemented the capital plans required by the GLB Act, in accordance
with the individual FHLBank’s capital plan.

A FHLBank’s capital stock cannot be issued to or held individually by members
of a FHLBank’s board of directors, its management, its employees or the public, and
is not publicly traded. There is no market for FHLBank capital stock other than
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among FHLBank members. The price of a FHLBank’s capital stock cannot fluctuate,
and all FHLBank capital stock must be purchased, repurchased, or transferred only
at its par value. There are no stock options or other forms of stock-based compensa-
tion for FHLBank management, directors, or employees.

Prior to the passage of the Financial Institutions Reform, Recovery and Enforce-
ment Act (FIRREA) in 1989, the FHLBanks’ membership was generally limited to
thrift institutions (building and loan associations, savings and loan associations,
savings banks, homestead associations, etc.) and a handful of insurance companies.
FIRREA expanded eligibility for membership to include commercial banks and cred-
it unions with a demonstrated commitment to housing finance. The GLB Act further
refined FHLBank membership rules by making federally chartered thrifts voluntary
members for the first time and eliminating the remaining statutory differences in
the terms of access between thrift institutions and commercial banks and credit
unions.

The combination of the FIRREA and GLB Act statutory changes, along with
changes in the mortgage lending market, have caused FHLBank membership to ex-
pand exponentially in the last decade. As of June 30, 2003, the 12 FHLBanks had
a total of 8,080 member institutions, which included 6,037 commercial banks, 1,273
thrift institutions, 693 credit unions, and 77 insurance companies.

As an indication of the role the FHLBanks play in today’s financial system, the
FHLBanks’ 7,310 commercial bank and thrift institution members represent ap-
proximately 79 percent of all FDIC-insured institutions in the country. Reflecting
the structure of the depository institutions industry, approximately 6,519 (or 89 per-
cent) of those FDIC-insured members are Community Financial Institutions (CFI’s),
as defined by the GLB Act. (CFI’s are FDIC-insured institutions with average total
assets for the 3 years ended December 31, 2002 of $538 million or less.) Altogether,
approximately 7,493 member institutions (93 percent of all members) as of June 30,
2003 were community lenders with total assets less than $1.0 billion.

As noted previously, every member institution has made a voluntary decision to
belong to a FHLBank. Among other things, that means that the FHLBanks must
offer, and continue to provide, a membership value proposition that members per-
ceive as adding value to their institutions. The value the FHLBanks provide our
members is a blend of the modest dividends we pay on members’ capital stock in-
vestment, the value of access to stand-by liquidity from the FHLBanks, availability
of short- and long-term funds at attractive rates, and access to other products that
make a community lending institution better able to profitably serve the credit
needs of its community.

The FHLBanks’ primary product offerings include traditional advances (fully se-
cured loans to member institutions) and the more recently introduced Acquired
Member Asset (AMA) programs. Advances represent the core of the FHLBanks’
business, providing a source of funds members can use to support mortgage lending
and, for CFI’s, other community banking assets. The AMA programs, through which
the FHLBanks acquire mortgage loans originated by member institutions under
risk-sharing rules and other parameters established by Finance Board regulations,
provide a secondary market alternative for those loans. In addition, the FHLBanks
offer favorably priced advances for members’ special community lending activities
under their Community Investment Cash Advances (CICA) programs, and competi-
tive grant programs that provide funds for housing for low-income families under
Affordable Housing Programs (AHP) established following FIRREA.
Implementation of Gramm-Leach-Bliley Legislative Changes

Since the enactment of the GLB Act in November 1999, a principal focus of the
FHLBanks has been the implementation of the FHLBank provisions contained in
Title VI of that Act. The modifications to the Bank Act made by the GLB Act rep-
resented the culmination of many years of effort to reform the FHLBanks, particu-
larly the membership rules and capital structure. The main purposes of the
FHLBank provisions were to establish a system of universal voluntary membership,
provide for a more permanent capital structure to accommodate voluntary member-
ship, equalize the terms of access to the FHLBanks for all types of institutions eligi-
ble for membership, and to expand the types of collateral that community banks can
pledge to secure advances. I am pleased to report that the FHLBanks are in the
last stages of implementing those changes and fulfilling that purpose.

Before FIRREA, the membership of the FHLBanks was comprised almost entirely
of thrifts that were required to be members by terms of their charter or deposit in-
surance. FIRREA authorized commercial banks to become voluntary members, but
most thrifts continued as mandatory members. In addition, the terms of access to
the FHLBanks for newly eligible institutions, including capital stock purchase re-
quirements, differed from the requirements for thrift institutions. It quickly became
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evident that this disparate treatment was inconsistent with the cooperative struc-
ture of the FHLBanks and was not needed to ensure that thrift institution members
had adequate access to the FHLBanks. As a result, the FHLBanks and their mem-
bers urged Congress to amend the Bank Act to provide for universal voluntary
membership and equal terms of access.

The System of total voluntary membership has been successfully implemented. All
members now have the same rights to access FHLBank products and services. In
particular, the higher capital stock purchase requirements for advances to commer-
cial banks and credit unions based on their different asset mix have been elimi-
nated, which has enabled community bank members better access to advances and,
in turn, to better serve the credit needs of their customers. And, although FHLBank
membership is now voluntary for all, only a handful of institutions whose business
model did not benefit from FHLBank membership have taken the opportunity to
withdraw from membership.

Community banks historically have had a somewhat different customer base than
thrift institutions, often spreading their lending activity among the various types of
loans needed in the community, such as mortgage, small business, and small farm
loans. In recognition of this fact and in order to allow the FHLBanks to better serve
their members’ needs, the GLB Act authorized the FHLBanks to make advances to
CFI’s secured by small business and small farm loan collateral. The FHLBanks have
successfully and responsibly implemented this new authority, acting prudently as
secured lenders to assign appropriate lending values to the new collateral and main-
tain their record of never having suffered a credit loss on an advance to a member.
As a result, the new collateral authority has enabled community bank members to
better serve their communities.

In order to implement universal voluntary membership, while at the same time
providing for capital with more permanence, the GLB Act outlined a new capital
structure for the FHLBanks. The major differences include authorization to issue
two classes of capital stock—Class A stock redeemable with 6 months notice and
Class B stock redeemable with 5 years notice—and implementation of new leverage,
risk-based and total capital requirements. This new framework adds permanence to
the FHLBanks’ capital structure by requiring them to maintain sufficient Class B
stock plus retained earnings to meet the new risk-based capital requirements.

The GLB Act created a series of statutory deadlines for adoption of new capital
regulations by the Finance Board and adoption and implementation of new capital
plans by the individual FHLBanks. All of the relevant deadlines have been met and
the FHLBanks are well on their way to implementing their new capital plans. In
fact, six FHLBanks have already implemented their new capital plans, I believe an-
other FHLBank will implement its plan later this year, and the remaining five
FHLBanks will implement their plans by mid-2005. Each FHLBank has developed
its capital plan in consultation with its members and in accordance with the Fi-
nance Board’s regulations. The plans have been well received thus far, with only
a very few members exercising their right to withdraw from membership before im-
plementation.

In general, the provisions of the GLB Act have been very positive for the
FHLBanks and their members. These changes have had, and will continue to have,
a positive impact on the Banks’ ongoing ability to fulfill their statutory role, and
to do so safely and soundly.
Federal Home Loan Banks Financial Profile

Reflecting the expansion of their membership base, the overall growth in the
banking industry, and increased usage of FHLBank advances and AMA programs,
the 12 FHLBanks have grown considerably in the last decade. As of June 30, 2003,
the FHLBanks had combined total assets of $809 billion. The FHLBanks’ balance
sheets were supported by nearly $38 billion of capital, of which more than $36 bil-
lion represented capital stock contributed by member institutions. The FHLBanks’
aggregate capital-to-assets ratio was 4.7 percent at June 30, with capital ratios for
individual FHLBanks ranging from 4.2 to 5.6 percent.

Of the FHLBanks’ total assets, $596 billion (74 percent) represented direct fund-
ing of member assets through advances and AMA. The FHLBanks’ aggregate
advances were $506 billion at June 30, representing 63 percent of their combined
balance sheets, and AMA were $90 billion, accounting for about 11 percent of the
FHLBanks’ aggregate assets. The remaining $209 billion (26 percent) of the
FHLBanks’ balance sheets were comprised primarily of various highly rated invest-
ments that the FHLBanks hold to maintain a ready supply of liquidity to satisfy
member demand for advances and AMA, and to supplement earnings to keep ad-
vances rates low and maintain adequate returns on members’ capital stock invest-
ment. Approximately $78 billion of the FHLBanks’ investments were in short-term
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instruments such as Federal funds sold or commercial paper used by the FHLBanks
to warehouse liquidity to meet members’ credit needs and the FHLBanks’ other day-
to-day obligations.

The FHLBanks also maintain longer-term investment portfolios that provide a
source of standby liquidity and supplement earnings so the FHLBanks can provide
advances and other credit products at attractive rates. At June 30, 2003, the
FHLBanks’ longer-term investment portfolio represented about 16 percent of their
total assets and included $23 billion in securities issued by the U.S. Government
or U.S. agencies, approximately $6 billion of securities issued by state or local hous-
ing agencies to support their housing finance activities, and approximately $98 bil-
lion of mortgage-backed securities. The FHLBanks’ mortgage-backed securities have
been purchased in accordance with Finance Board guidelines not to exceed three
times an individual FHLBank’s total capital. These securities are all issued by the
U.S. Government or U.S. agencies, or rated triple-A when they are purchased by the
FHLBanks.

After weathering the storm of the thrift crisis of the late 1980’s and its aftermath,
the FHLBanks have been consistently profitable throughout the past decade. Al-
though actual earnings and rates of return have fallen with the decline in interest
rates over the last 3 years, this reduction in earnings is a natural and expected re-
sult of the way the FHLBanks are structured and how they operate. Because the
FHLBanks are wholesale institutions investing primarily in fully secured advances,
high credit quality mortgage loans or highly rated investment securities, they oper-
ate on very narrow interest spreads between their cost of funds and the yields on
their assets. It is typical for a FHLBank to have a net interest spread (the difference
between the cost of its liabilities and the yield on its assets) of about 20 basis points
(0.20 percent). By way of comparison, a commercial bank might have an interest
spread closer to 400 basis points (4.0 percent). Given the FHLBanks’ small interest
spreads, a much greater proportion of the FHLBanks’ earnings are derived from the
investment of capital than is the case for commercial banks.

Before paying dividends to members, the FHLBanks’ earnings from these and
other sources must cover the FHLBanks’ operating expenses and assessments.
These assessments include the expenses of the Finance Board and the FHLBanks’
obligations to contribute 20 percent of their earnings toward the payment of interest
on REFCORP bonds issued in the early 1990’s to help finance the cost of resolving
the thrift institution crisis, and an additional 10 percent to fund their own regional
AHP.

As interest rates have fallen (particularly short-term interest rates such as the
Federal funds rate which is now at 1.0 percent), the return on a FHLBank’s invest-
ment of its capital has necessarily fallen as well. If a FHLBank could completely
insulate itself from interest rate risk by perfectly match funding all of its assets and
maintaining a constant interest spread as interest rates fall, it would expect its rate
of return on invested capital to fall about 75 basis points (0.75 percent) for every
100 basis point (1.0 percent) reduction in interest rates.

Because of this dynamic, the FHLBanks’ earnings and rates of return generally
rise and fall with the level of interest rates, and our dividend rates follow suit. In
the case of the Dallas Bank, we paid dividends at an average rate of 6.36 percent
in 2000 when the average Federal funds rate was about 6.25 percent, while we ex-
pect to pay dividends at an annual rate of 2.0 percent in the third quarter of this
year, with the Federal funds rate at 1.0 percent.

Our experience indicates that this result fits very well with our members’ invest-
ment expectations. Members do not invest in FHLBank capital stock with the expec-
tation of earning equity investment returns. Rather, members’ investment in
FHLBank capital stock represents a very low-risk asset with explicit returns in the
form of dividend payments that fluctuate with market interest rates, and overall
benefits that include the value of access to FHLBank funding. The FHLBanks do
not attempt and are not expected to produce rates of return comparable to other
equity investments.
Corporate Governance of the FHLBanks: The Role of the Board
of Directors

Congress established a unique ownership and governance structure for the
FHLBanks, which has served the FHLBanks well in the past and continues to do
so. The most critical feature of this structure is that the FHLBanks are wholly
owned by their members/customers. In addition, the boards of directors of the
FHLBanks are truly independent of management. No member of management may
serve as a director of a FHLBank, and management is precluded by regulation from
recruiting directors or participating in the election of directors.
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The Bank Act provides that a majority of each FHLBank’s directors be elected by
its member institutions from among officers and directors of those institutions.
Members vote for directors representing member institutions from their States. The
FHLBanks’ members currently elect approximately 57 percent of the FHLBanks’ di-
rectors in this way, with the remaining directors being appointed by the Finance
Board.

Not only are members assured of the ability to elect the majority of their
FHLBank’s directors, but the Bank Act also provides that no member may cast a
number of votes greater than the average number of shares all the members in its
specific state are required to hold. This prevents large members holding relatively
large amounts of a FHLBank’s capital stock from dominating director elections and,
in practice, means that the majority of each FHLBank’s elected directors generally
represent the small institutions that make up the great majority of all members.

The statutory framework that controls the composition of the FHLBanks’ boards
of directors ensures that each FHLBank’s board of directors will have a balance of
interests represented. With no members of management on the board of directors,
directors are in a position to independently oversee management actions. The mem-
bers that contribute capital and benefit from the FHLBank’s products and services
are assured a majority of the directors. The director election voting preferences for
small members ensure that larger members cannot dominate the board of directors
and that a FHLBank’s policies will not be detrimental to small members. Finally,
the large contingent of appointed directors ensures that the FHLBanks will appro-
priately consider their public policy obligations.

Finance Board regulations require that the FHLBanks’ boards of directors not
only fulfill the typical corporate director duties of care and loyalty, but that they
also carry out specific responsibilities. These duties include, but are not limited to,
the responsibility to select and oversee management, the responsibility to ensure the
establishment and maintenance of an adequate internal control system, the respon-
sibility to adopt a risk management policy, a strategic business plan, and a member
products policy that details the Bank’s credit and pricing policies, and the responsi-
bility to approve the FHLBank’s annual operating budget and quarterly dividends.

In carrying out their responsibilities, the boards of directors typically establish
and act through committees. Finance Board regulations require each FHLBank’s
board of directors to have an audit committee with very specific regulatory respon-
sibilities, including direct oversight of the FHLBank’s internal and external audit
functions. The boards of directors also typically establish other committees to facili-
tate their oversight of management. Committees vary from FHLBank to FHLBank,
but typically include risk management, human resources, and housing oversight
functions. The various elements of the FHLBanks’ corporate governance structure
combine to provide boards of directors that are active, knowledgeable, and engaged,
and that are fully aware of their responsibilities and take them seriously.
Regulatory Oversight of the FHLBanks

The combination of this governance structure and the regulatory oversight pro-
vided by the Finance Board make the FHLBanks among the most intensively
audited entities in the country. As noted above, each FHLBank has its own inde-
pendent internal auditor, who actively and regularly audits all FHLBank operations
and reports directly to the board of directors. In addition, each FHLBank’s financial
statements are reviewed by an outside accounting firm (currently
PricewaterhouseCoopers). Finally, the Finance Board’s ‘‘primary duty’’ under the
Bank Act is ‘‘to ensure that the Federal Home Loan Banks operate in a financially
safe and sound manner.’’

The Finance Board is not limited by funding constraints in carrying out its de-
clared focus of ensuring the FHLBanks’ safety and soundness because its funding
is provided by assessments on the FHLBanks that are not subject to review or chal-
lenge by the FHLBanks. The Finance Board not only has regulatory authority over
the FHLBanks that extends beyond that which is typically afforded a safety and
soundness regulator—the GLB Act extended to the Finance Board the regulatory
enforcement powers of both the Federal banking regulatory agencies and the Office
of Federal Housing Enterprise Oversight (OFHEO) and—but also has wide-ranging
authority over many aspects of FHLBanks’ operations.

Finance Board regulations govern every facet of the FHLBanks’ operations, from
advances pricing to eligible collateral to risk management to capital plans to direc-
tors’ responsibilities to new business activities. The Finance Board also collects and
monitors financial and risk management data from the FHLBanks each month, per-
forms ongoing reviews of all aspects of the FHLBanks’ operations and conducts an-
nual on-site examinations of all 12 FHLBanks. While the FHLBanks do not always
enjoy being subjected to regulatory scrutiny, all believe that it is essential that the
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FHLBanks have a strong, independent regulator with the resources to ensure the
FHLBanks’ safety and soundness.
Risk Management of the FHLBanks

As 12 independent institutions, all the FHLBanks are responsible for their own
risk management activities. Each FHLBank has its own risk profile and approaches
management of its risks in a slightly different way. However, there are a number
of factors that are held in common across the FHLBanks that enable each FHLBank
individually, as well as the Consolidated Obligations (CO’s) issued by the 12
FHLBanks collectively in the capital markets, to be rated triple-A.

The cooperative structure of the FHLBanks eliminates many of the incentives a
publicly traded company might have to raise its risk profile, and in fact discourages
FHLBanks from taking excessive risk. Just as FHLBank members do not expect eq-
uity investment returns on their capital stock investment in a FHLBank, they also
do not expect equity investment risk in that investment. Members purchase
FHLBank capital stock in order to obtain access to FHLBank funding products, and
must maintain capital stock investments in the FHLBank as long as they maintain
advances outstanding. That is, members provide the capital that supports their
advances transactions with the FHLBanks. In that environment, members expect
stability, reliability, and consistency of returns and credit product pricing. These
member expectations are reflected in the oversight provided by each FHLBank’s
board of directors, a majority of which is comprised of directors representing and
elected by member institutions.

In large part due to the incentives created by the FHLBanks’ cooperative struc-
ture, risk aversion and conservative risk management practices are ingrained in the
corporate culture. That same conservative approach to risk management is also re-
flected in both the legal restrictions and the Finance Board’s regulatory regime. For
instance, the Bank Act and the Finance Board’s implementing regulations clearly
describe and mandate the various limitations on the types of collateral the
FHLBanks may accept to secure advances. Regulations limit the types, amounts,
and required credit ratings on both short and long term investments the FHLBanks
make with surplus funds. Finance Board regulations include separate additional re-
strictions on the aggregate amount, ratings, and characteristics of mortgage-backed
securities the FHLBanks may purchase and hold.

In addition, Finance Board regulations require that each FHLBank maintain a
Risk Management Policy, reviewed at least annually and readopted at least every
3 years by its board of directors, which identifies specific risk management practices
and limits for the individual FHLBank. These practices and limits are monitored
by the FHLBanks’ internal audit departments, which report their findings directly
to the FHLBanks’ boards of directors. The Finance Board also monitors FHLBank
compliance with these and other regulatory requirements through monthly call re-
ports, constant off-site monitoring, and annual on-site examinations. The FHLBanks
are also subject to very conservative capital requirements imposed by statute in the
GLB Act and by Finance Board regulations implementing those statutory require-
ments. These requirements specify that FHLBanks must have total capital equal to
at least 4.0 percent of their total assets, and must have sufficient permanent capital
(as defined by the GLB Act) to meet a risk-based capital regime established by Fi-
nance Board regulation.

The FHLBanks minimize credit risk by ensuring that advances are fully secured,
that their investments are limited to issuers or securities that are highly rated at
the time the investments are made, and that their AMA have appropriate risk-shar-
ing features. No FHLBank has ever suffered a credit loss on an advance to a mem-
ber in the FHLBanks’ 71 year history. As of June 30, 98 percent of the FHLBanks’
investment securities have long-term ratings of triple-A or the corresponding high-
est short-term ratings. In addition, due in large part to the risk sharing structure
of the AMA programs, the FHLBanks’ loss experience on AMA assets has been very
favorable.

Since each FHLBank’s primary activity is to serve as a financial intermediary, the
FHLBanks are also subject to market (or interest rate) risk. To the extent the indi-
vidual maturities of a FHLBank’s assets are not exactly matched by the individual
maturities of its liabilities, the FHLBank’s future earnings stream is subject to fluc-
tuation due to changes in the relationship between yields on its assets and the cost
of its liabilities. Complicating the picture is the fact that the FHLBanks hold assets
(such as mortgage loans and securities) or have issued liabilities (such as callable
debt) that can be repaid prior to their stated maturities. Further complicating the
issue is the fact that the FHLBanks’ narrow interest spreads do not provide a large
margin of error.
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To manage these risks, each FHLBank uses sophisticated financial models to con-
tinually assess the magnitude of the risk to the FHLBank’s estimated market value
or earnings from various changes in interest rates. This information is reported to
the FHLBank’s board of directors on a regular basis and to the Finance Board as
often as monthly, and is summarized in the FHLBanks’ combined financial state-
ments.

Reflecting the FHLBanks’ conservative approach to interest rate risk manage-
ment, the 12 FHLBanks’ ‘‘duration gaps,’’ or (generally) the difference between the
estimated average maturity of a FHLBank’s assets and the estimated average matu-
rity of its liabilities, ranged from negative 1.4 months to positive 1.6 months as of
June 30, 2003. A duration gap of 1.6 months generally means that the weighted av-
erage expected maturity of a FHLBank’s assets is 1.6 months longer than the
weighted average expected maturity of its liabilities.

The FHLBanks use interest rate derivatives extensively to maintain their con-
servative interest rate risk profile. While much has been written about the potential
risks that can be created by the improper use of derivatives, the manner in which
the FHLBanks use derivatives is a key component of their risk management activi-
ties. A couple of facts are germane to an understanding of the FHLBanks’ use of
derivatives.

First, Finance Board regulations prohibit the use of derivatives for speculative
purposes. That means that every derivative instrument entered into by a FHLBank
is designed to hedge (that is, reduce) an identified risk. Second, a majority of the
FHLBanks’ interest rate derivative transactions are structured to exactly offset an-
other specific transaction. For instance, a FHLBank may use an interest rate swap
to convert the interest payments on a particular fixed rate advance to a floating
rate, so that the net payment stream will float in a manner that matches the debt
the FHLBank has issued to fund the advance. Similarly, much of the debt the
FHLBanks issue is long term, fixed rate, and often callable. The FHLBanks typi-
cally convert a large portion of this fixed rate debt to floating rates by executing
exactly offsetting interest rate swaps simultaneously with the issuance of the debt.
Approximately 82 percent of the FHLBanks’ outstanding derivatives as of June 30,
2003 represented these two types of transactions.

While the use of interest rate derivatives is critical to managing the FHLBanks’
interest rate risk, derivatives can cause problems if not managed appropriately. The
FHLBanks mitigate these risks in several ways. The appropriateness of the
FHLBanks’ derivatives activities for risk management purposes are validated inter-
nally by the use of internal valuation models, by internal audits that often employ
external experts to validate a FHLBank’s valuation model and hedging practices, by
external audits of the FHLBank’s derivative valuations, and through the Finance
Board’s annual on-site examination process.

The use of derivatives can also increase credit and operational risks that must
be managed carefully. For instance, derivatives pose credit risk created by the po-
tential for default by derivative counterparties. The FHLBanks mitigate this risk by
engaging in derivatives transactions only with highly rated counterparties, and
maintaining bilateral collateral agreements with each counterparty that require
that the net fair value of derivatives positions be calculated periodically and collat-
eral exchanged to the extent that the FHLBank is exposed to risk of default beyond
some small threshold.

It should be noted that the magnitude of the potential counterparty credit risk
of a derivatives portfolio has little to do with the aggregate notional amount of the
derivatives. The potential credit risk is represented by the net fair value of the port-
folio of derivatives between a FHLBank and a particular counterparty. For instance,
the aggregate notional amount of the FHLBanks’ interest rate derivatives as of
June 30, 2003, was $694 billion. However, the net fair value of those derivatives
represented a fair value loss to the FHLBanks (not including offsetting fair value
gains on hedged instruments) of $16 billion.

Each FHLBank’s credit exposure created by its derivatives portfolio is determined
by netting the current fair value of the derivatives by counterparty, as provided in
the FHLBanks’ bilateral collateral agreements. After taking that step, the
FHLBanks’ total aggregate counterparty credit exposure was $2.2 billion before tak-
ing into consideration collateral held to offset that exposure. After taking collateral
into consideration, the FHLBanks’ aggregate net exposure was $435 million, about
one-third of the FHLBanks’ aggregate retained earnings. Of the FHLBanks’ aggre-
gate net exposure, $125 million of the exposure was to triple-A rated counterparties,
$228 million to double-A rated counterparties, and $82 million to single-A rated
counterparties.

One of the primary operational risks related to derivatives is the risk of inac-
curate accounting for those instruments, particularly since the implementation of
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Statement of Financial Accounting Standard 133, Accounting for Derivatives and
Certain Hedging Transactions (SFAS 133) in 2001. That statement requires gen-
erally that derivatives be carried on the balance sheet at fair value, prescribes the
appropriate income recognition for changes in fair value of derivatives, and specifies
criteria that must be met in order for hedged instruments to qualify for hedge ac-
counting.

The FHLBanks have gone to great lengths to apply SFAS 133 appropriately and
ensure that all derivatives accounting complies with generally accepted accounting
practices (GAAP). Prior to implementation of the accounting standard, the
FHLBanks’ controllers formed an inter-FHLBank task force, which included rep-
resentatives from the FHLBanks’ external audit firm, to catalogue the various types
of derivatives transactions on the books of the FHLBanks, identify the appropriate
accounting treatment for each, and develop an accounting guide used across the 12
FHLBanks to ensure consistency. This task force has remained in place since the
implementation of the standard to ensure ongoing accounting consistency and com-
pliance with GAAP. In addition, the FHLBanks’ external audit firm reviews each
FHLBanks’ derivatives accounting as part of its quarterly reviews and annual au-
dits of their financial statements.

FHLBank Financial Reporting and Disclosure
There has been much discussion recently about the appropriate forum for the

FHLBanks’ financial reporting and disclosure. We believe that it is most important
to focus carefully on the precise nature of the issue under consideration. All 12
FHLBanks are fundamentally committed to provide complete and state of the art
disclosure consistent with the unique characteristics of the FHLBanks as estab-
lished by Congress.

Under the FHLBanks’ current financial reporting and disclosure regime, the
FHLBanks’ combined financial statements are required by Finance Board regulation
to comply with most Securities and Exchange Commission (SEC) reporting require-
ments, except those specifically excluded by the regulation. The individual
FHLBanks’ financial statements are required to be consistent in form and content
with the combined financial statements. Both the FHLBanks’ combined statements
and their individual financial statements comply with GAAP as certified by the
FHLBanks’ external auditor. In addition, all 12 FHLBanks are evaluating ways to
enhance their financial reporting and disclosure in accordance with evolving best
practices. As part of that consideration, for instance, it is my understanding that
all 12 FHLBanks are currently preparing to voluntarily comply with the require-
ment for attestation of internal controls as set forth in Section 404 of the Sarbanes-
Oxley Act, and evaluating the applicability of other aspects of that legislation.

The matter under discussion is not disclosure, but rather the request by the
Chairman of the Finance Board and others within the Administration that the
FHLBanks voluntarily register with the SEC. The FHLBanks take these requests
very seriously and have devoted a great deal of time and resources to considering
the appropriate application of SEC standards—designed for publicly traded compa-
nies—to cooperatives whose capital stock is not traded, has a fixed value and is only
held by member financial institutions. In order for our boards of directors to carry
out their legal fiduciary duty, they must carefully consider the potential effects of
voluntary registration on the FHLBanks, their members and the fulfillment of the
FHLBanks’ mission.

We are involved in ongoing discussions with SEC staff on how voluntary registra-
tion of the FHLBanks would be implemented. While some key threshold issues ap-
pear to have been resolved in a workable way, other important issues remain to be
resolved, as does the form of the agreement between the FHLBanks and the SEC
that would memorialize the resolution of those issues.

Conclusion
Over its long history, the Federal Home Loan Banks have played a vitally impor-

tant role in supporting their member financial institutions’ ability to meet the hous-
ing finance and credit needs of their local communities. The FHLBanks remain
economically strong today and continue to serve a vital function for their financial
institution members and the communities they serve.
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PREPARED STATEMENT OF DAVID W. HEMINGWAY
DIRECTOR, FEDERAL HOME LOAN BANK OF SEATTLE

EXECUTIVE VICE PRESIDENT, ZIONS FIRST NATIONAL BANK

SEPTEMBER 9, 2003

Good afternoon Chairman Bennett, Ranking Member Johnson, and Members of
the Subcommittee. I am David Hemingway, Executive Vice President of Zions First
National Bank, based in Salt Lake City, Utah, and a Member of the Board of Direc-
tors of the Federal Home Loan Bank of Seattle.

I would like to thank Chairman Bennett and the Subcommittee for the oppor-
tunity to speak this morning on behalf of the Federal Home Loan Banks and
address the critically important issue of corporate governance and responsibility
within the Bank System.

As both a community banker for the better part of three decades, and an elected
member of the board of directors of the Federal Home Loan Bank of Seattle, the
issue—and practical application—of board governance is of paramount importance
to the financial institutions and communities we serve every day, and to me, person-
ally. Simply put, I am accountable for the safety and soundness of the Seattle Bank.

While I am not alone in that role—I share it with 17 other directors and the man-
agement team of the company—I consider it my job to ensure that the financial
management of this $47 billion bank is effective over the long-term, including prop-
er stewardship of our shareholders’ capital.

That is a staggering responsibility when you consider that the funding provided
within the Seattle Bank district fuels housing finance, affordable housing initiatives
and economic development in communities from Pago Pago to Walla Walla, Wash-
ington. Our nearly 400 member institutions rely on the Federal Home Loan Bank
of Seattle to be their partner in helping their communities and local economies not
only survive, but thrive.

Across the Federal Home Loan Bank System, we partner with nearly 8,000 com-
munity financial institutions in extending affordable credit to communities in every
region of the United States. The Federal Home Loan Banks hold nearly $800 billion
in assets, provide nearly a half trillion dollars in advances annually, issue about
$200 million in affordable housing grants yearly, and hold nearly $100 billion in
mortgage assets.

So when elected to serve as a director of the Federal Home Loan Bank of Seattle,
I understood the critical importance of my role and what I needed to bring to the
board—namely, my personal integrity and accountability, and my financial services
and community banking expertise.

Over the last several years, we have witnessed corporate failures of historic pro-
portions—financial disasters brought on by a combination of inept business prac-
tices, poor leadership and financial oversight, and fraudulent and unethical behav-
ior. We are all well aware that a quantum shift has occurred in how American cor-
porations—large and small, privately held or publicly traded—will be run. Must be
run.

The term used most these days is ‘‘corporate governance.’’ It is now in our busi-
ness vernacular; it makes headlines in The Wall Street Journal; it comes out of the
mouths of network anchors on a frequent basis. But I believe there is another way
to state it, and it goes something like this: Those who get to exercise the power
must be accountable to those who are affected by it.

We share with our regulator, the Federal Housing Finance Board, the Treasury,
and Congress the sense of urgency that is so pervasive today regarding the need
for increased accountability and responsibility. And we have worked hard over the
last several years to significantly strengthen the leadership and oversight of our
banks.

While we fully understand that corporate governance is a process; a discipline
that can—and must be—constantly improved, I am personally and professionally en-
couraged by the intensity of our efforts and the progress being made.

Over the course of the last year, the Seattle Bank board has created, adopted, and
publicly disclosed a set of Core Principles and Guidelines relating to board govern-
ance, realigned our board committee structure to more effectively oversee all facets
of the bank’s operations, upgraded our education and training program for directors,
and established a website that provides directors with faster access to a wider range
of information critical to their board roles.

Our Core Principles and Guidelines provide us with a corporate governance road-
map, if you will, keeping us focused on:
• Assuring that policies, risk assessments, internal controls and decisions are effec-

tive in managing risk and are administered fairly.
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• Operating in an independent and active manner.
• Setting the strategic direction of the bank and managing progress against goals.
• Determining if management is capable and if the business is being properly man-

aged.
• Evaluating our own board effectiveness.

Our regulator, the Federal Housing Finance Board, is also diligent in overseeing
and supporting sound corporate governance practices across the Bank System. The
Finance Board just recently completed a horizontal review designed to assist the
Agency in directing and developing its supervisory and regulatory initiatives. The
comprehensive review provided all 12 banks with a valuable resource for identifying
practices that contribute to effective governance programs. The Finance Board inter-
viewed management and board members, and reviewed a wide range of bank docu-
ments with respect to board policies, practices, and decisions.

I offer these comments to underscore the ongoing value of having boards and bank
management teams focused on enhancing corporate governance standards, and a
regulator performing its supervisory duty in a way that provides additional informa-
tion and resources that further enhance the safety and soundness of the Bank Sys-
tem. As we all know, it is one thing to say your house is in order and quite another
to prove it. As a director—and a member and owner of the Seattle Bank—it is my
job to prove it.

Does your board audit committee provide effective oversight of the internal and
external audit functions? Is the audit function independent, reporting only to the
board, and is it supported appropriately by directors? Does the board ensure that
material risks are accurately and consistently assessed by management and re-
ported to the board in compliance with regulation and prudent business practice?
Are all directors working responsibly in carrying out their duties? Are board and
management actively involved in strategic planning?

I am pleased to say the Seattle Bank has ‘‘yes’’ answers to these questions posed
by the Finance Board in its recent horizontal review. But that is today. Our job is
to ensure that we have ‘‘yes’’ answers tomorrow, the next day, and the day after
that. Which is a much tougher proposition. But that is our job.

We are fortunate within the Federal Home Loan Bank System when it comes to
corporate governance and responsibility. We were never starting from scratch. We
have had the advantage of enhancing practices and standards that have, for more
than 70 years, protected the Bank System against even a single member credit loss.

But I would emphasize again that we are fully aware that a new era has dawned
in American business—one that looks on corporate governance as an ongoing, rig-
orous discipline that demands, at all times, review and accountability.

As one of 216 directors of the Bank System cooperative, I wouldn’t have it any
other way.

Mr. Chairman, this concludes my written testimony. Thank you, again, for allow-
ing me the opportunity to speak with you today. I would be happy to answer any
questions you or other Members of the Subcommittee may have.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR SARBANES
AND SENATOR CARPER FROM JOHN T. KORSMO

Q.1.a. I would just like to ask several questions regarding your ex-
amination and supervision of the Federal Home Loan Banks. What
has been your total budget for the last 5 years? Of that amount,
what percentage has been spent on safety and soundness super-
vision? Of the amount spent on safety and soundness, please speci-
fy what percentage is spent on: Examination personnel; Examiner
travel; Examiner training; and Systems support? For each of the
last 5 years, what has been the total number of examiners? What
is the average examiner’s pay? The range of examiner’s pay?
A.1.a. The following tables provide answers to the questions listed
above.
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Q.1.b. For each examiner currently employed by the FHFB, specify
education level, years of examination experience, and whether or
not they are accredited.
A.1.b. The examination staff, including the Deputy Director of the
Office of Supervision, averages more than 17 years of professional
experience in banking, mortgage finance, and bank examinations.
All examiners are commissioned examiners or have a professional
accreditation, and many have both.
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Q.1.c. How many safety and soundness examinations have you con-
ducted in the last 12 months? How many examiners were assigned
to each examination? How often do you conduct safety and sound-
ness examinations of each bank? How many on-site examinations
did you conduct during the last 12 months? How often do you con-
duct on-site examinations of each bank? What was the length of
time spent on each on-site examination? How many examination
staff conducted each on-site examination?
A.1.c. The Finance Board has a statutory requirement to examine
each FHLBank at least annually as set forth in Section 1440 of the
Federal Home Loan Bank Act. Accordingly, the Finance Board con-
ducts annual on-site examinations of each FHLBank and the Office
of Finance.

The Finance Board’s Office of Supervision has a comprehensive
program to supervise, monitor, and examine the FHLBanks. Each
FHLBank is assigned an examiner-in-charge who oversees the im-
plementation of a supervisory strategy and monitors that
FHLBank on a regular basis. In addition to examination staff, ac-
countants, financial analysts, and economists monitor trends that
have the potential to affect all FHLBanks. Further, an analyst des-
ignated for each FHLBank analyzes the FHLBank’s quarterly and
annual financial results and monitors developments at the
FHLBank. The Office of Supervision also has a risk modeling divi-
sion that is charged with evaluating and validating the FHLBanks’
risk modeling results and assumptions. Finally, the Office of Super-
vision has a risk monitoring division that, among other duties, is
charged with monitoring the quality of data submitted by each of
the FHLBanks.

Finance Board supervision of the FHLBanks is predicated on the
principle that banking is a business of managing risks. Indeed,
FHLBanks must continually manage risks in selling debt, under-
writing advances, evaluating collateral, acquiring mortgages and
mortgage backed securities, setting dividend and retained earnings
policies, managing liquidity positions, swapping cashflows, and
using derivatives to hedge market risks. Decisions in each of those
areas are made separately by each FHLBank pursuant to the
policy direction and risk limits established by the FHLBank’s
Board of Directors.

It has not always been this way. Until the passage of the
Gramm-Leach-Bliley Act (GLBA) in 1999, the Finance Board was
actively involved in a number of key operating decisions for the
FHLBanks—such as setting dividend payouts and preparing the
FHLBanks’ combined quarterly and annual financial statements.
Finance Board examinations were little more than checklists de-
signed to assess the FHLBanks’ compliance with Finance Board
regulations.

Today, day-to-day operating decisions are properly the responsi-
bility of the individual FHLBank, pursuant to the policy direction
established by its Board of Directors. Our examiners do not sub-
stitute their judgment, on individual business decisions, for the de-
cisions made by the FHLBank’s management or board. However,
our examiners review the framework within which those decisions
are made. In particular, our examiners evaluate the risk manage-
ment policies and controls established by the FHLBank’s Board of
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Directors and assess the adequacy and effectiveness of the
FHLBank’s policies and practices in identifying, measuring, moni-
toring, and controlling risks.

FHLBank examinations are typically conducted over an 8-week
period, with the on-site portion of the examination lasting 4 weeks.
During the period prior to the on-site portion of the examination,
Finance Board examiners spend several weeks conducting prelimi-
nary analyses and reviews of FHLBank records, and defining the
scope of the on-site portion of the examination. During the on-site
portion of an FHLBank examination, a team typically consisting of
6 to 10 staff members from the Finance Board travel to the
FHLBank to conduct the examination.

In the period following the on-site portion of the examination, Of-
fice of Supervision staff prepares and presents examination find-
ings to the FHLBank’s Board of Directors. The FHLBank’s Board
of Directors is responsible for reporting back to the Finance Board
its actions taken in response to the findings in the examination re-
port. Finance Board staff conduct quarterly follow up reviews to
monitor the progress of the FHLBank in addressing the findings of
the report of examination.

Over the past year, both the number of examination staff on-site
and the length of examinations have generally increased. Our ef-
forts to hire well-qualified examiners are beginning to realize re-
sults, as measured by the number of examiners we are able to de-
vote to each examination, and by the quality of the examinations.
Examination statistics over the year are as follows:
• The length of an FHLBank examination is typically 8 weeks, in-

cluding 4 weeks on-site. As warranted, the on-site period is ex-
tended. In one 2003 examination, for example, the on-site portion
lasted 6 weeks.

• During 2003, the number of staff on-site at the FHLBanks dur-
ing an examination normally ranged from 6 to 10. The Office of
Supervision devotes more staff to an examination as conditions
warrant.

• During 2002, all 12 FHLBanks and the Office of Finance were
examined.

• During 2003, all 12 FHLBanks and the Office of Finance will be
examined. To date, 10 FHLBanks have been examined during
2003.

• During 2003, we installed a ‘‘resident examiner’’ (an examiner
operating full-time on-site) for 6 weeks prior to the scheduled ex-
amination for one FHLBank.

• During 2003, the Finance Board also conducted System-wide (or
‘‘horizontal’’) reviews of the effectiveness of board governance and
of the operations of the Affordable Housing Program (AHP) at
the 12 FHLBanks.

Q.1.d. Without revealing the names of individual institutions, how
many examinations identified ‘‘problem’’ areas? What were these
problem areas?
A.1.d. All FHLBank examinations in 2002 and 2003 identified mat-
ters that required the attention of the management and Board of
the FHLBank. Not all of these matters would necessarily be ‘‘prob-
lems.’’ There were instances, however, where the seriousness of the
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examination ‘‘findings’’ resulted in the Finance Board seeking spe-
cific action by an FHLBank’s Board of Directors.

There are eight ‘‘findings’’ categories defined in the endnotes of
each safety and soundness report of examination. They are identi-
fied in such a way as to convey the seriousness or nature of the
‘‘finding.’’

All examinations conducted in 2002 and 2003 identified matters
that resulted in ‘‘recommendations’’ from the Finance Board to the
FHLBank. ‘‘Recommendations’’ represent the mildest ‘‘findings’’ in-
cluded in a report of examination. Most examinations also resulted
in ‘‘findings’’ that included ‘‘weaknesses,’’ ‘‘exceptions,’’ ‘‘resolved
violations,’’ and ‘‘violations.’’ In six FHLBanks, the examination
‘‘findings’’ or related supervisory activities resulted in the Finance
Board seeking specific corrective or preventative action by the
FHLBank’s Board of Directors. In those cases, the FHLBank was
required to address deficiencies in:
• Risk assessment and controls programs;
• Board and management oversight;
• Affordable Housing Program oversight;
• Risk modeling;
• Credit analysis;
• Strategic planning; or
• Documentation of hedging activities.
Q.1.e. Over the past 5 years, how many enforcement actions has
the FHFB taken against the FHLBanks? Please list each action.
A.1.e. Prior to the passage of the Gramm-Leach-Bliley Act in 1999
(GLBA), the Finance Board’s statutory enforcement authorities
were limited to suspension and removal powers over any director,
officer, employee, or agent of any FHLBank or joint office, for ex-
ample, the Office of Finance. GLBA gave to the Finance Board en-
forcement powers similar, but not identical, to those of the banking
agencies. In particular, the Finance Board was granted statutory
cease and desist authority.

As is typical of any banking regulator/supervisor, the Board en-
forces regulations and the safe and sound conduct of its regulated
entities in three ways. In the majority of cases we detail statutory
or regulatory violations and operating deficiencies in an examina-
tion report or, if the violation or deficiency is noted through our off-
site monitoring of the FHLBank, by formal notification to the
FHLBank. Our examination reports are sent to each board member
of the FHLBank, and presented in detail at a meeting of the full
board of directors shortly after the completion of the on-site exam-
ination. Where appropriate, we require the FHLBank to take reme-
dial actions. We check the sufficiency of those actions by requiring
a response from the FHLBank and by following up during the on-
site portion of the next examination of the FHLBank. In virtually
every case where such operating deficiencies or violations have
been cited, the FHLBank board and management have corrected
the deficiencies or violations in the normal course of business.

If an unsafe or unsound condition or practice that threatens the
safety of an FHLBank were to be noted, the Office of Supervision
would take a formal enforcement action to correct and/or reverse
the condition or practice. Over the past 5 years, there have been
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numerous occasions when our examiners or analysts have noted op-
erating deficiencies at the FHLBanks. Less frequently, they have
noted situations where the FHLBanks have violated statutes or
regulations. There have not been occasions where our examiners
have cited violations or deficiencies that have risen to a level that
would threaten the safe and sound operation of an FHLBank. Con-
sequently, no formal enforcement actions have needed to be taken
against any FHLBanks.

Between those situations where normal course-of-business oper-
ating deficiencies and/or violations have been cited, and where un-
safe or unsound conditions or practices have been noted, we employ
‘‘preemptive’’ supervisory strategies. Specifically, we strongly en-
courage an FHLBank’s Board of Directors to exercise its fiduciary
responsibilities by taking action to assure the safe and sound oper-
ation of the FHLBank. Where we believe it necessary, we commu-
nicate to the board of directors our view that it needs to intercede
more actively. That exercise of responsibility and authority by an
FHLBank’s board normally takes the form of a board resolution
and follow-up action plan, together with regular reporting by man-
agement to the board or to an appropriate committee thereof. It is
also customary for us to receive, as part of our supervisory activi-
ties, copies of those resolutions and copies of status reports regard-
ing progress. In addition, we offer comments on the sufficiency of
those actions plans and/or progress reports.

Over the past 5 years, and particularly over the past 12 months,
we have worked with the boards of directors of the FHLBanks to
improve their operations or to correct ongoing deficiencies. In most
cases, particularly in the past 12 months, our efforts have been
aimed at enlisting the boards of directors to improve the risk man-
agement practices of their institutions. A brief description of those
actions is provided below. In several cases, our actions took the
form of notifying an FHLBank’s board that the implementation of
its approved capital plan should not move forward until noted and
cited deficiencies had been corrected.
• In one case, the Board of Directors of an FHLBank postponed the

scheduled conversion to its new capital structure until the exam-
ination-cited deficiencies in the FHLBank’s planning and risk
management practices were addressed to our satisfaction.

• In response to our supervisory concerns, an FHLBank’s Board of
Directors postponed conversion to its new capital structure until
the FHLBank had enhanced its risk assessment and risk man-
agement practices.

• At our behest, an FHLBank postponed its capital conversion and
suspended dividends in light of operating losses and risk man-
agement deficiencies.

• Based on discussions with the Office of Supervision, the Board
of Directors of an FHLBank agreed to analyze and revise its re-
tained earnings and dividend policies before declaring or paying
dividends.

• Based on examination-cited deficiencies in risk assessment and
risk management practices, two FHLBanks’ boards of directors
have limited growth and committed to maintaining their capital
positions until those deficiencies have been corrected. One of
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3 If a mortgage with a coupon rate that matches the current market rate sells for $100, then
a mortgage with a coupon rate above the current market rate will sell for more than $100, since
it offers higher cashflows. The amount in excess of $100 is the ‘‘premium’’ associated with that
mortgage.

those FHLBanks has also committed to suspend requests for new
business activities.

• Based on examination-cited deficiencies in the administration of
its Affordable Housing Program, the Board of Directors of an
FHLBank contracted for an independent third-party review of its
program.
Again, these actions, while not specifically characterized as for-

mal enforcement actions, are examples of recent instances where
the Finance Board has used its available supervisory tools to pro-
mote the safe and sound operation of the FHLBanks. As is normal
for any bank regulator, the actions taken by boards of directors as
a result of discussions with us are part of a supervisory effort
aimed at preventing, rather than reacting to, unsafe and unsound
conditions.
Q.2.a. The Pittsburgh FHLBank suffered a very bad second quar-
ter. Based on its most-recent financial reports, its annualized re-
turn on assets is 0.02 percent. Its capital stands at $2.25 billion,
or 4.2 percent of assets, barely above the regulatory minimum. Its
second-quarter dividend was subsidized with $10 million from re-
tained earnings. How do you explain the Pittsburgh FHLBank’s
poor performance?
A.2.a. After reporting net income of $15.3 million for the first quar-
ter of the year, Pittsburgh’s net income fell to $2.4 million for the
second quarter. Three principal factors depressed the FHLBank of
Pittsburgh’s earnings in the second quarter.

First, low market rates adversely affected the Pittsburgh
FHLBank’s net income. To the extent that an FHLBank invests
member capital primarily in short- or intermediate-term instru-
ments, the rate of return on these investments, and thus the re-
turn on its equity, will move in tandem with short-term interest
rates.

Second, as assets prepaid faster than debt was retired, com-
pressed interest margins reduced net income. The Pittsburgh
FHLBank experienced higher than expected prepayment on mort-
gages and securities backed by mortgages in the second quarter.
The Pittsburgh FHLBank was using previously issued long-term
debt to support its operations. That debt, issued principally in 1994
and 2000, carries relatively high interest rates, ranging from ap-
proximately 4.0 to 6.3 percent, reflecting market rates at the time
of issuance. In the lower interest-rate environment during the sec-
ond quarter, margins were compressed and earnings declined. Mar-
gins will continue to be squeezed until that debt is retired or asset
yields rise. The Pittsburgh FHLBank has reported that the higher
cost debt will begin to roll off in July 2004.

Third, during the second quarter, the recognition of substantial
premium amortization expenses associated with the prepayment of
mortgage loans significantly reduced the Pittsburgh FHLBank’s net
income.3

There are three components to mortgage premium amortization.
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4 Statement of Financial Accounting Standards No. 91, Non-Refundable Fees and Costs Associ-
ated with Originating or Acquiring Loans and Initial Direct Costs of Leases (SFAS 91), governs
the accounting for mortgage premiums and discounts.

5 As employed by the FHLBanks, a floor is an interest-rate exchange agreement where the
FHLBank pays a fixed fee up front and the counterparty pays the FHLBank the difference be-
tween 3-month LIBOR and some specified interest rate if 3-month LIBOR falls below that speci-
fied rate. Thus, the FHLBank buying a floor expects the gains from the floor to offset premium
amortization when interest rates fall.

• When a loan is purchased at a premium (normally due to an in-
terest rate on the loan that is above the current market level),
accounting rules require the holder to amortize the premium over
the loan’s expected life. This represents regular amortization of
the premium.

• When a loan is prepaid, any unamortized premium associated
with that particular loan must be written off immediately be-
cause that that loan is no longer on the institution’s books and
the mortgage’s cashflow ceases.

• The amortization of the premium associated with loans remain-
ing in portfolio must be adjusted to reflect current prepayment
speeds. When interest rates fall and prepayment rates rise, am-
ortization rates increase. This is normally referred to as ‘‘catch-
up’’ amortization.4

The Pittsburgh FHLBank currently limits its exposure to acceler-
ated premium amortization by using interest-rate floors.5 The
Pittsburgh FHLBank has reported to the Finance Board that it is
reevaluating the most effective hedge vehicles available and is lim-
iting growth in its net premium exposure.
Q.2.b. Why did FHFB supervisors allow the Bank to pay a sub-
sidized dividend given its poor performance?
A.2.b. Prior to the passage of GLBA, the Finance Board approved
dividends paid by the FHLBanks. GLBA devolved the responsi-
bility to set dividends to the FHLBank boards of directors. One
focus of the Finance Board’s supervision of the FHLBanks has been
to ensure that the FHLBanks’ boards of directors exercise this au-
thority appropriately and in compliance with Finance Board regu-
lations.

Finance Board regulations prohibit an FHLBank from paying a
dividend if it would result in the FHLBank failing to meet any of
its capital requirements (See 12 CFR § 931.4). The FHLBank of
Pittsburgh met all of its capital requirements after the payment of
the second-quarter dividend. However, we have communicated our
concerns to the Pittsburgh FHLBank about their paying a dividend
in excess of their quarterly net income.

In August 2003, the Office of Supervision issued Advisory Bul-
letin 03–08 instructing each FHLBank to adopt a retained earnings
policy that specifically assesses the adequacy of retained earnings
in light of alternative future financial and economic scenarios, and
prioritizes retained earnings over dividends. On October 8, 2003,
the Finance Board, during an open board meeting, took the posi-
tion that an FHLBank should not use retained earnings to pay a
dividend to its members unless and until that FHLBank meets the
standards set in Advisory Bulletin 03–08.

We monitor dividends and retained earnings in our supervisory
program. The Finance Board has expressed to the FHLBanks its
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6 The call report is the principal way an FHLBank reports financial information to the Fi-
nance Board. There are both monthly and quarterly reporting requirements. Balance sheet, in-
vestments, income statement, advances, leverage, derivatives, capital compliance, and credit
concentration information is required monthly.

concern about the relatively low levels of retained earnings at a
number of the FHLBanks. Advisory Bulletin 03–08, mentioned
above, requires:
• Each FHLBank to assess the adequacy of its retained earnings

in an analytically rigorous fashion using a variety of truly stress-
ful scenarios;

• The Board of Directors of each FHLBank to review the analysis
of retained earnings of that FHLBank, and

• Each FHLBank to establish a formal retained earnings policy.
We will review those analyses and retained earnings policies dur-

ing our 2004 examinations.
Q.2.c. What will happen if bank regulators mark down the Pitts-
burgh Bank stock?
A.2.c. A write-down of the Pittsburgh FHLBank’s capital would
occur only if the capital stock were impaired and this impairment
were viewed as other than temporary. The Pittsburgh FHLBank’s
stock is not impaired. Members can purchase and redeem stock in
the FHLBank of Pittsburgh at par.
Q.2.d. Please describe the supervisory steps you will take when an
FHLBank’s capital falls below required levels. At what point do you
take supervisory action? Do you wait until the minimum capital re-
quirement is violated?
A.2.d. As a practical matter, because of their portfolio composition,
FHLBanks should not fall out of compliance with the minimum
capital requirements. An FHLBank that approaches its regulatory
capital minimum should be able to sell assets (or not roll over
short-term asset positions) to remain in capital compliance.

In addition, Finance Board regulations prohibit the payment of
any dividend by any FHLBank if the payment would result in that
FHLBank failing to meet any of its minimum capital requirements
(See 12 CFR § 931.4). Finance Board regulations also prohibit any
FHLBank from redeeming or repurchasing any capital stock if the
FHLBank would fail to meet any minimum capital requirement
after the redemption (See 12 CFR § 931.7(c)). Furthermore, an
FHLBank may not redeem or repurchase any capital stock without
the prior written approval of the Finance Board if the Finance
Board or the Board of Directors of the FHLBank has determined
that the FHLBank has incurred or is likely to incur losses that re-
sult in or are likely to result in charges against the capital stock
of the FHLBank (capital impairment) (See 12 CFR § 931.8(a)).

The Finance Board also has in place a comprehensive regulatory
structure to facilitate prompt supervisory action before any
FHLBank would violate the minimum capital requirements. First,
the FHLBanks must submit monthly, as well as more extensive
quarterly, call reports to the Finance Board.6 Second, the Finance
Board has designated an examiner-in-charge (EIC) for each
FHLBank. The EIC assignment is for a multiyear period to provide
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7 Those appointed to EIC positions are senior bank examiners, all of whom had extensive ex-
perience at other financial institution regulatory agencies before joining the Finance Board.

continuity of supervision of each FHLBank.7 EIC’s have formal con-
tact with their designated FHLBank no less frequently than quar-
terly, and more frequently if conditions warrant. Third, the Fi-
nance Board has designated 12 financial analysts, each to serve as
the principal analyst for one FHLBank. The analysts can alert the
EIC, senior management, or the Board of Directors of the Finance
Board about deteriorating trends at any FHLBank.

If, despite these regulatory and supervisory protections, an
FHLBank’s capital were to fall below required levels, the Finance
Board would take formal enforcement actions with provisions to ad-
dress the capital deficiency.
Q.3.a. Looking at System financial statements for the second quar-
ter of this year, several FHLBanks had losses attributable to ‘‘de-
rivatives and hedging operations.’’ For example, Boston and Pitts-
burgh each had $14 million in losses, Atlanta had $72 million, and
Chicago and Topeka each had $23 million. Of these Banks, several
had reduced net income from the prior quarter—for example, Bos-
ton went from $22 million in the first quarter of 2003 to $19 mil-
lion, Pittsburgh from $15 million to $3 million, and Topeka from
$17 million to $11 million. Atlanta had a slight dip and Chicago
had a slight increase in income. My understanding is that the aver-
age Return on Assets for the FHLBank System is generally around
1 percent, but for the last quarter it was only 0.2 percent, with one
Bank earning only 0.02 percent. Are derivative losses responsible
for the overall drop in earnings?
A.3.a. Net realized and unrealized losses on derivatives and hedg-
ing activities were approximately $138 million in the second quar-
ter of 2003, $111 million higher than in the first quarter of 2003.
Because those losses flow through the income statement, they af-
fect the level of reported net income. Those losses, therefore, con-
tributed to the overall drop in reported FHLBank earnings in the
second quarter. However, two points warrant elaboration. First, the
drop in overall earnings to approximately 0.2 percent of assets was
not as steep as the question suggests. The return on average assets
for the FHLBanks ranged from 0.25 percent to 0.47 percent for the
1988–2002 period. It is not ‘‘generally around 1 percent.’’ Second,
in isolation, the realized and unrealized gain or loss on derivatives
and hedging activities offers an incomplete picture of an institu-
tion’s hedging activities.

When a financial institution reports a ‘‘loss’’ on derivatives and
hedging activities, the loss often arises because accounting rules
prohibit the recognition in income of simultaneous gains on the bal-
ance sheet items being hedged. For example, losses or gains on de-
rivatives used to hedge the risks associated with held-to-maturity
securities flow through the income statement. Under generally ac-
cepted accounting practices (GAAP), however, fluctuations in the
value of the held-to-maturity assets being hedged with those de-
rivatives are not recognized in income unless the fluctuation in
value is deemed to reflect ‘‘other than temporary’’ impairment. In
other words, an institution’s GAAP income may be affected by the
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asymmetry of accounting rules that require the marking to market
of the derivative, but not the held-to-maturity assets being hedged.

In the case of ‘‘securities held at fair value,’’ changes in their
market value appear on the income statement as an ‘‘unrecognized
gain or loss on securities held at fair value.’’ To the extent deriva-
tives are used to hedge against changes in the market value of
securities held at fair value, the income-statement categories ‘‘un-
realized gain or loss on securities held at fair value’’ and realized
or unrealized ‘‘gains or losses on derivatives and hedging activities’’
tend to move in opposite directions.

Consequently, a given change in interest rates will tend to gen-
erate gains on one set of instrument and losses on the other. To
gauge the overall effect, one must consider the net effect of the
change in value of the derivatives and of the securities held at fair
value. The following table provides that information for the
FHLBanks during the second quarter and the first half of 2003.

For the second quarter of 2003, the combined effect of gains/
losses on derivatives and the unrealized gain/loss on securities held
at fair value was to contribute $16 million to income before
REFCORP and AHP assessments of $613 million. For the first half
of 2003, the combined effect of gains/losses on derivatives and the
unrealized gain/loss on securities held at fair value was to decrease
income before REFCORP and AHP assessments by $31 million re-
sulting in a total of $1.2 billion. In each case, the net effect was
less than 3 percent of income before assessments for REFCORP
and AHP.

Thus, in isolation, the gain or loss on derivatives and hedging ac-
tivities offer an incomplete picture of the effectiveness of an institu-
tion’s hedging strategies. As bank supervisors, we are principally
concerned with whether an FHLBank has a well conceived, prop-
erly documented, and prudently implemented hedging program
that is designed to limit or reduce risk and that is subject to rig-
orous internal controls and oversight.
Q.3.b. How can we be sure that the Home Loan Banks are using
derivatives to hedge risk instead of to speculate?
A.3.b. At June 30, 2003, the FHLBanks had notional derivatives
of $693.8 billion. The total net exposure at fair value was $2.2 bil-
lion.

A focus of our supervisory policy, on-site examinations, and off-
site monitoring is to review FHLBank derivatives activities for
compliance with our rule prohibiting their use for speculative pur-
poses. The following factors mitigate against the speculative use of
derivatives by the FHLBanks.

VerDate 11-MAY-2000 18:52 Jun 03, 2005 Jkt 000000 PO 00000 Frm 00096 Fmt 6633 Sfmt 6601 21384.TXT SBANK4 PsN: SBANK4



93

• Finance Board rules specifically require that all derivative trans-
actions must either qualify as hedging instruments pursuant to
generally accepted accounting principles in the United States
(GAAP) or the FHLBank must demonstrate the nonspeculative
use (See 12 CFR § 956.6).

• All derivative contracts with a single counterparty must be gov-
erned by a single master agreement to facilitate the netting of
obligations, such as International Swaps and Derivatives Asso-
ciation (ISDA) agreements.

• Finance Board rules require that all derivative contracts be
marked to market and subsequent collateral adjustments occur
no less frequently than monthly.

• The Finance Board receives information on the derivatives of the
FHLBanks through monthly and quarterly sections of the call re-
port.

• A critical element of the on-site examination of each FHLBank
is a review of the policies and procedures dealing with deriva-
tives, as well as a review of the internal controls, documentation,
accounting, board of director oversight, and segregation of duties
dealing with derivatives transactions.

• Each year as part of its annual audit, each FHLBank undergoes
a review of the accounting for its derivative instruments by the
FHLBank’s independent external auditor.
Appropriate risk limits at the individual FHLBanks are a critical

factor in controlling the use of derivatives for speculative purposes.
Some of these limits are regulatory, for example, limits on duration
of equity contained in the Finance Board’s Financial Management
Policy. Other limits are properly adopted and monitored by the
FHLBank itself, subject to asset-liability committee and board of
director approval. Duration of equity and value at risk, as well as
other measures, such as market-value sensitivity to a variety of
risk measures, are effective ways to assess the extent to which de-
rivatives hedge risk exposure. The Finance Board regularly reviews
compliance with both regulatory and internal risk limits as part of
annual, on-site examinations.

The Finance Board examiners also assess whether the
FHLBanks have appropriate policies, procedures, and controls in
place regarding their use of derivatives at the instrument level.
Key elements of such policies, procedures, and controls include a
process for developing and approving hedging strategies and con-
trols over implementation of those strategies. We expect those con-
trols to include risk limits, identification of individuals within the
FHLBank approved to conduct a trade, requirements for docu-
menting hedge transactions, including risk analytics showing the
specific risk exposure(s) reduced by the trade, and procedures to be
followed if ever risk limits are violated.

The aforementioned steps limit the likelihood of unauthorized
use of derivatives by any FHLBank. Nevertheless, a number of Fi-
nance Board initiatives should provide additional transparency and
enhance oversight of FHLBank derivative activity. For example,
the Finance Board has requested proposals for purposes of acquir-
ing an Enterprise Risk Management system to enhance further our
supervision of the FHLBanks. This sophisticated computerized
asset-liability management software should enable the Finance
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8 ‘‘Aggregate unpaid loan principal’’ means the aggregate unpaid principal of a subscriber’s or
member’s home mortgage loans, home-purchase contracts and similar obligations. (See 12 CFR
§ 925.1).

Board to generate a ‘‘second opinion’’ of risk exposure calculations
generated by the FHLBanks, to compare risk exposures of the
FHLBanks using a common set of methodologies and assumptions,
and to measure additional risk exposures as the need arises. In the
coming months, the Finance Board also expects to issue further
guidance regarding market-risk management information that will
be reported to the Finance Board for supervisory and monitoring
purposes, providing additional information on the risk implications
of derivative investments in a whole-portfolio context.
Q.4. It is my understanding that the Chicago and Pittsburgh
FHLBanks impose a zero percent capital charge against mortgages
acquired under their mortgage acquisition programs. However,
they are required to maintain a minimum 4 percent total capital
against assets. Given the fact that the Chicago FHLBank holds
over $39 billion in mortgage assets, and only $25 billion in ad-
vances, can you please explain how the Chicago FHLBank is meet-
ing its minimum capital requirements? Similarly, Pittsburgh holds
$9.8 billion, nearly 20 percent, of its assets in mortgages. How does
it meet its minimum capital requirements?
A.4. Prior to the passage of the Gramm-Leach-Bliley Act of 1999
(GLBA), member stock purchase requirements were uniform across
the FHLBanks. Each member had to purchase subscription stock
in its FHLBank that was at least as great as the larger of either
(1) $500; (2) 1 percent of the member’s aggregate unpaid loan prin-
cipal; 8 or (3) 5 percent of the member’s aggregate amount of out-
standing advances.

With the passage of GLBA and its requirement that the
FHLBanks convert to a risk-based, permanent capital structure,
the FHLBanks were granted authority, subject to Finance Board
approval, to develop their own stock purchase requirements for
their members. Irrespective of how stock purchases requirements
are defined, the FHLBanks are required to maintain a minimum
of 4 percent total capital against assets.

The Finance Board approved all of the FHLBanks’ new capital
plans in 2002. To date, 6 of the 12 FHLBanks have implemented
their revised capital plans (Seattle, Indianapolis, Pittsburgh, Cin-
cinnati, Dallas, and Des Moines). The remaining 6 FHLBanks are
expected to implement their new capital plans by the end of 2005.

Under the new capital plans, the FHLBanks impose on their
members stock purchase requirements that are dependent on ei-
ther the member’s size, for example, measured by total assets,
mortgage assets, or borrowing capacity, or on the level of business
activity that member has with the FHLBank. In fact, all
FHLBanks use member-based stock purchase requirements; all
also use activity-based requirements for at least one or more activi-
ties. In cases where the FHLBanks impose a zero percent stock
purchase requirement for a given activity, capital to support the as-
sets acquired by the FHLBank because of that activity must come
either from the membership stock purchase requirement, or other
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9 The Home Loan Bank Act allows members to voluntarily acquire ‘‘excess stock,’’ for example,
stock that is not required to be purchased by membership requirements or activity-based re-
quirements.

outstanding stock, such as stock dividends or member voluntary
stock purchases.9

All capital stock held by members, regardless of how it is ob-
tained, is subject to the same waiting period once it notifies the
FHLBank of its desire to redeem stock:
• 6 months after a member has given notice of its intention to re-

deem stock under the pre-GLBA capital plans, and for Class A
stock under the GLBA capital plans;

• 5 years after a member has given notice of its intention to re-
deem stock for Class B stock issued under the GLBA capital
plans.
Stock supporting a member activity may not be redeemed until

that activity has been completed. Further, no FHLBank may
redeem capital stock if doing so would result in that FHLBank’s
failure to meet minimum capital standards. Thus, it makes little
difference whether the FHLBank is using membership, activity-
based, or voluntary stock to meet its capital requirement sup-
porting its assets, since the degree of permanence is not related to
how the stock is acquired.

As the accompanying table indicates, the FHLBank of Chicago
had total capital stock of $3.3 billion as of December 31, 2002. Of
this amount, capital stock requirements assessed on the members
of the FHLBank accounted for 45.2 percent of total capital, while
voluntary stock holdings accounted for 49.1 percent. Retained earn-
ings were 5.8 percent of the FHLBank’s total capital.

The table similarly illustrates how the FHLBank of Pittsburgh
capitalized its operations. As of December 31, 2002, total capital
stock was $1.9 billion. Of this, 91.1 percent came from stock re-
quirements assessed on members, 5.4 percent came from voluntary
stock holdings, and 3.5 percent came from retained earnings.
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Q.5. As I understand it, one result of treating Shared Funding in-
terests as ‘‘acquired member assets’’ under the AMA rule is that
such assets are not subject to the FHFB’s requirement that MBS
investments not exceed 300 percent of capital. Please indicate to
what extent the Chicago FHLBank’s investments in Shared Fund-
ing interests, combined with its other MBS investments, exceed
this [three times capital] cap?
A.5. The Chicago FHLBank has not exceeded the three times cap-
ital limit on MBS investments.

As of August 31, 2003, the FHLBank of Chicago had $4.2 billion
in mortgage-backed securities, $682 million in Shared Funding as-
sets, and capital of $4.3 billion. As such, the total of mortgage
backed securities and Shared Funding assets was approximately
112 percent of capital.

As a general matter, the FHLBank of Chicago has not substan-
tially increased its investment in mortgage-backed securities over
the last few years even though capital has increased substantially.
The quarterly average of mortgage-backed securities reached its
highest dollar amount in the fourth quarter of 2002 at $4.8 billion
when average capital was $3.3 billion. The ratio of mortgage-
backed securities to capital, based on annual averages from 2000
to 2002, fell from 271 percent in 2000, to 206 percent in 2001 and
to 150 percent in 2002.
Q.6. Was the Finance Board aware of the problems in the manufac-
tured housing portfolio at the New York Home Loan Bank before
Standard & Poor’s raised the alarm? Are you concerned about the
potential for similar problems at other Banks?
A.6. During his regular monitoring of the FHLBank of New York
in the first quarter of 2003, our examiner-in-charge (EIC) noted
that the FHLBank had a concentration of securities backed by
manufactured housing loans. The EIC, who, as an FDIC examiner
had examined a large originator of manufactured housing loans,
recognized the potential risk posed by the New York FHLBank’s
concentration of investment securities backed by manufactured
housing loans and home equity lines of credit. Because of that con-
cern, the EIC alerted the FHLBank in March 2003 that this port-
folio would be a specific area of review at the 2003 examination of
the FHLBank. In particular, the EIC notified the FHLBank that
we would be reviewing the assumptions of values, and potential for
credit losses in manufactured housing-backed securities.

Standard & Poor’s reduced the outlook for the FHLBank of New
York to negative from stable in August 2003, well after the EIC
had first alerted the FHLBank of his concerns.

While we are monitoring the investment portfolios of all of the
FHLBanks, we are not concerned about the potential for similar
problems with respect to manufactured housing securities at other
FHLBanks. According to our quarterly call report data, no other
FHLBank has any significant holdings of these securities.
Q.7. Earlier this year, Fannie Mae and Freddie Mac agreed to
provide MBS investors with additional information about their
mortgage backed securities, including such things as original loan-
to-value ratios, credit scores, property types, and others. What dis-
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closures are made to investors in the certificates issued under the
Shared Funding Program?
A.7. The three investors in the certificates of the initial shared
funding transaction are the FHLBanks of Des Moines, Pittsburgh,
and Chicago. Under Securities and Exchange Commission (SEC)
rules, they are qualified investors.

Under the Shared Funding Program, the underwriters of the se-
curities provide the disclosures to investors in the certificates of the
mortgage-backed securities in a confidential Private Placement
Memorandum and a Private Placement Supplement (collectively,
the ‘‘Memorandum’’). These disclosures are governed by standards
for private placement securities as established by the SEC.

During an examination of an FHLBank, we reviewed that Memo-
randum, which the FHLBank had received as an investor in those
securities. The Memorandum includes detailed information on the
mortgage pool. For example, information is provided on credit score
distribution, loan-to-value ratios, geographic distribution of the
mortgaged properties, loan purposes, property types, and docu-
mentation types. In addition, information is provided on the risks
associated with investing in these securities, for example, risk of
loss. Without opining as to the legal sufficiency of the Memo-
randum, our examiners concluded that the Memorandum was com-
prehensive both as to the characteristics of the underlying assets
and the risks to an investor.
Q.8. Dow Jones reported last month that total Federal Home Loan
Bank operating expenses for the second quarter of 2003 were 17.5
percent higher than operating expenses for the same period last
year (‘‘FHLBanks Report Significant Boost in Operating Expenses,’’
August 15, 2003). Can you explain why operating expenses have in-
creased so dramatically?
A.8. The increase in operating expenses from the second quarter of
2002 to the second quarter 2003 reflects the 13.3 percent growth
in System assets during this same period. Assuming that operating
expenses represent a constant proportion of assets, this growth
would account for more than three-quarters of the increase in oper-
ating expenses noted in the question above.

During this period, however, the FHLBanks also began to ac-
quire significant holdings of mortgages under the Mortgage Pur-
chase and Mortgage Partnership Finance® programs, with the
value of combined program assets increasing by 135 percent be-
tween the second quarter of 2002 and the second quarter of 2003.
This growth pushed the value of such assets to more than 11 per-
cent of total System assets from 5.4 percent at the beginning of the
period. Because this represents a relatively new line of business for
FHLBanks and because the risks posed by this business are more
complex than those posed by the Banks’ traditional advance prod-
ucts, the Finance Board expects that FHLBank operating expenses
will increase at a faster rate than aggregate assets until the appro-
priate risk-management programs emerge.

A comparison between publicly available Fannie Mae and
Freddie Mac data underscores this expectation. While FHLBank
System annualized administrative operating expenses represent 5.7
basis points of combined assets, Fannie Mae (2002) and Freddie
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Mac (2001 is the most recent data available) reported administra-
tive operating expenses of 13.7 basis points of assets. Furthermore,
both these institutions reported year-on-year growth in operating
expenses approaching 20 percent, a result of expenses related to
development of updated IT infrastructures and salaries.

Past levels of FHLBank funding for risk management have not
been sufficient to manage their increasingly complex balance
sheets. FHLBank operating expenses can be expected to increase at
a faster rate than aggregate assets until enhanced risk-manage-
ment programs are in place. The Finance Board has been recom-
mending that the FHLBanks bolster their investments in risk man-
agement infrastructures and their expenditures on resources to cre-
ate and maintain these investments. To measure their success in
doing so, Finance Board examinations and off-site monitoring will
look closely at whether FHLBank outlays are sufficient for, and
sufficiently directed toward, the creation and maintenance of sound
risk-management infrastructures.
Q.9. Does the Finance Board collect information on the Home Loan
Banks’ affordable lending and community development activities?
Is that information considered in your review of the Banks’ compli-
ance with their mission?
A.9. The Finance Board collects information on the Banks’ afford-
able lending and community development activities for four dif-
ferent mission-related activities of the FHLBanks:
• The Affordable Housing Program (AHP);
• The Community Investment Program (CIP);
• Community Investment Cash Advances (CICA); and
• Acquired Member Assets (AMA).

Congress established the AHP and CIP in 1989 as mission-spe-
cific programs to assist in the financing of affordable housing and
community development projects for targeted income levels. The
AHP provides funding solely for affordable housing for very low,
and low- and moderate-income households. The CIP is used for ad-
vances to members to fund both affordable housing for targeted
households and community development benefiting low- and mod-
erate-income households. All 12 FHLBanks are required to provide
funding through them. CICA is a regulatory program, implemented
in 1999, for financing community development for which CIP is not
well-suited and is targeted according to household income, geo-
graphic areas, such as brownfields or small business eligibility.
FHLBank participation in CICA programs is voluntary. The AMA
program, as adopted by the Finance Board in July 2000, allows an
FHLBank to acquire eligible whole residential mortgage loans, or
interests in such loans, from its members. The Finance Board col-
lects loan level data on all mortgages acquired by the FHLBanks
under the AMA program, including data on property location and
borrower characteristics.

These four programs—AHP, CIP, CICA and AMA—are impor-
tant, but not exclusive, components of the FHLBanks’ overall ac-
tivities and operations designed to meet their public policy mission.
The AHP, CIP, and CICA programs are targeted programs that
complement the FHLBanks significantly larger advances oper-
ations that support their financial institution members in meeting
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1 General Accounting Office. 1998. Federal Housing Finance Board: Actions Needed to Improve
Regulatory Oversight. September. (GAO/GGD–98–203).

2 General Accounting Office. 2003. Financial Regulation: Review of Selected Operations of the
Federal Housing Finance Board. February. (GAO–03–364).

the housing and community development needs of their service
areas.

The Finance Board uses the data collected for AHP, CIP, and
CICA to monitor and evaluate the activity levels of these programs
at individual FHLBanks and for the entire System; to assess the
FHLBanks’ compliance with the statutory and regulatory require-
ments of these programs; and to evaluate and develop policies af-
fecting the operation of these programs. The Finance Board also
uses the AHP data specifically to ensure that all the FHLBanks
contribute the full amount of the required AHP contributions (ten
percent of net earnings each year) and that these amounts are dis-
tributed to eligible projects. The Finance Board also uses CICA
data to evaluate the distribution of community development fund-
ing among the various targeted purposes.

The Finance Board uses AMA data primarily for the assessment
of the safety and soundness of the FHLBanks mortgage portfolios
and to determine compliance with regulatory requirements.

Since 1990, the FHLBanks have made more than $1.8 billion
available for affordable housing through the AHP; $27.9 billion for
affordable housing through the CIP; and $4.5 billion for targeted
community development projects through the CIP and CICA.

During the past year, the Office of Supervision implemented a
horizontal review of all 12 FHLBanks’ Affordable Housing Pro-
grams. This review was comprised of a series of on-site interviews
with the FHLBanks’ community investment staff, senior managers,
and directors, along with an examination of the documents sup-
porting the program. We are currently analyzing the results of this
review. Our analysis will result in a report to be presented to the
FHLBanks.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SARBANES
FROM SHELIA C. BAIR

Q.1. What is your assessment of the quality of the FHFB’s safety
and soundness supervisory program as compared to the major bank
regulatory agencies? As compared to OFHEO? What do you view
as the primary weaknesses in the FHFB’s safety and soundness
regulatory regime?
A.1. The FHFB does not publicly disclose as detailed information
about its safety and soundness supervisory program as do the
major bank regulators. Thus, comparisons are difficult to make. A
1998 Report by the GAO 1 identified several deficiencies in the
FHFB’s examination program which FHFB officials then attrib-
uted, at least in part, to a shortage of qualified examination staff.
At the time of that GAO report, the FHFB had only 10 examiners.
By late July 2002, the FHFB still had only 10 examiners.2 The cur-
rent FHFB has placed greater emphasis on safety and soundness,
and according to recent public statements by Chairman John
Korsmo, the number of examiners has been increased to 17. The
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3 Testimony of John Korsmo before the Subcommittee on Financial Institutions, Senate Bank-
ing Committee (September 9, 2003).

4 Ibid. pgs.10 and 28.

FHFB hopes to increase that number to 24 by the end of this cal-
endar year and 30 by the end of the next fiscal year.3

The number of examiners employed by the FHFB—though on the
rise—still pales in comparison to the large, experienced examina-
tion staffs of the major bank regulatory agencies. For instance,
OCC will have 20 to 30 examiners assigned in residence to each of
its largest institutions, in addition to special teams that may visit
the institution as part of the annual examination process. Simi-
larly, the FDIC and OTS—while not utilizing in-residence exam-
iners—will assign teams of 20 to 30 examiners for extended periods
to review their larger institutions. For an institution the size of
Washington Mutual, for instance, the size of the team can go as
high as 50 examiners. OFHEO also has significantly more exam-
iners, a total of 40, who conduct annual examinations and ongoing
monitoring of Fannie Mae and Freddie Mac.

The FHFB and OFHEO do not disclose detailed operating budg-
ets. Thus, it is difficult to compare the amount of resources they
devote to their supervisory programs. OFHEO’s 2002 annual report
to Congress indicated that it spent just 16 percent of its budget on
examinations. However, because OFHEO conducts capital adequacy
reviews separately from the examination process, that number may
understate the resources it commits to supervision. An additional
13 percent of the Agency’s budget is reportedly devoted to capital
adequacy.

According to the 2003 GAO report $9.7 million of FHFB’s $27
million budget was devoted to the Office of Supervision (OS),4 or
36 percent. However, that figure may overstate the amount actu-
ally spent on examinations because the OS is also responsible for
providing policy advice and analysis and reporting on general eco-
nomic, housing, finance, community investment, and competitive
environments for the FHLBanks.

In contrast, the Office ofthe Comptroller of the Currency (OCC)
spends 85 percent of its budget on its supervision program, the
bulk of which goes to salary and benefits for its 1,882 examiners.
Similarly, the Office of Thrift Supervision (OTS) spends 77 percent
of its budget on its supervision program, mostly supporting its 526
safety and soundness exammers.

Both OFHEO and the FHFB lack formal training and accredita-
tion programs for their examiners. In contrast, all the major bank
regulators have training and accreditation programs, and the over-
whelming majority of their examiners are either accredited or in
training to become accredited.

It should be emphasized that the FHFB and OFHEO have a
number of experienced, knowledgeable examiners dedicated to con-
ducting rigorous oversight of institutions under their authority.
However, the size and the depth of experience of these agencies’ ex-
amination staffs do not compare favorably to that of the bank regu-
lators. Both agencies are no doubt impeded in their ability to at-
tract highly qualified staff given their small size and narrow regu-
latory base, which in turn, limits the opportunities for promotion
and career advancement.
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Q.2. How would the FHFB’s recently withdrawn proposed AMA
rulemaking have affected safety and soundness oversight of the
FHLBanks? In your view, is the Chicago FHLBank’s Shared Fund-
ing Program consistent with the current AMA rule?
A.2. Chairman Korsmo’s stated intent behind the recently with-
drawn AMA rulemaking was to ‘‘to clarify and simplify the current
rule, while improving oversight.’’ I have no doubt that the Chair-
man and FHFB members believed the proposed changes were con-
sistent with safety and soundness. However, the impact of many of
the proposed changes would have been to ease important safety
and soundness restrictions currently in place over the FHLBanks
mortgage acquisition programs. The most dangerous of the pro-
posals was to eliminate the requirement that acquired mortgage
assets receive an investment grade rating from an independent
agency such as Moody’s or Standard & Poor’s, instead allowing the
FHLBanks to use their own ‘‘estimated credit ratings.’’ Another
would have eased credit enhancement requirements, and diluted
restrictions on the types of collateral that a member must post to
secure its credit obligations under AMA. The proposed changes
would also have allowed FHLBanks to purchase ‘‘interests’’ in
whole loans, for example, securitizations, in contrast to the current
requirement that they must purchase whole loans. Finally, the pro-
posed rulemaking would have opened the door to allowing System
members to act as conduits for participation in AMA by non-
member finance companies and mortgage bankers.

It does not appear that Chicago’s Shared Funding Program is
consistent with the current AMA rule, which, as mentioned above,
is restricted to purchases in ‘‘whole loans.’’ The FHFB staff quietly
approved the Shared Funding Program last December, with no
public discussion or input. Under the program, Mortgage Partner-
ship Finance (MPF) loans are sold to a member of the Chicago
FHLBank, which issues its own ‘‘private label’’ securities backed by
these loans. Two tranches of securities are created, with the senior
tier being sold to the Chicago FHLBank or other FHLBanks, which
may in turn, sell some or all of the securities to System members.
The member securitizing the loans may sell the securities or ‘‘cer-
tificates’’ anywhere in the capital markets or hold them in portfolio.
Shared funding provides a vehicle for the Chicago FHLBank to cir-
cumvent charter limitations on its own issuance of MBS by
partnering with one of its member institutions.

As previously mentioned, the FHFB’ s current AMA rule author-
izes the FHLBanks to purchase from members only ‘‘whole loans’’
based on the rationale that such purchases are the ‘‘functional
equivalent of an advance’’ to such members. However, Shared
Funding Certificates are clearly ‘‘interests’’ in whole loans. Presum-
ably, one of the reasons the FHFB sought to extend the AMA to
‘‘interests’’ in whole loans was to reconcile the current inconsist-
ency between the Shared Funding Program and FHFB regulatory
requirements.

The FHFB has also exempted Shared Funding Certificates from
the limit FHLBanks otherwise must observe for investing in mort-
gage-backed securities: Three times capital. The Treasury Depart-
ment has previously expressed the view that MBS investments are
a way for the FHLBanks to generate arbitrage income, though they
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provide little public benefit. Similarly, MBS acquired through the
Shared Funding Program, while adding interest rate and credit
risk to the books of the FHLBanks, would appear to add no new
value.

These issues and others are discussed in more detail in a com-
ment letter Greg Baer and I filed on the proposed AMA rule-
making, which is attached. Mr. Baer preceded me as the Assistant
Secretary for Financial Institutions in the Clinton Administration.
Q.3. The Pittsburgh FHLBank suffered a very bad second quarter.
Based on its most recent financial reports, its annualized return on
assets is .02 percent. Its capital stands at $2.25 billion, or 4.2 per-
cent of assets, barely above the regulatory minimum. Its second
quarter dividend was subsidized with $10 million from retained
earnings. In your opinion, would a bank regulator allow a bank to
pay a dividend if the bank’s core operating results were so poor?
What types of supervisory action might be taken by a bank regu-
lator when confronted with a bank in this type of financial condi-
tion? Based on your research, when will a bank regulator intervene
based on a bank’s deteriorating capital position? Does the regulator
wait until the minimum requirement is breached before taking su-
pervisory steps?
A.3. Federally regulated banks and thrifts generally hold on aver-
age at least 50 percent more capital than the regulatory minimum.
If they fall below a sufficient capital level, or if there are other in-
dicators of financial deterioration, Federal examiners will carefully
scrutinize their financial position, request a capital restoration
plan and direct corrective action if there are indications of further
financial deterioration. Federal bank regulators try to identify
early ‘‘red flags’’ of financial troubles and institute corrective action
long before there is a threat that minimum capital will be
breached.

Federal bank regulators look at several factors when determining
the appropriate supervisory action to take. In determining a bank’s
financial condition, they perform an in depth analysis of earnings
to assess their quality, level, and trends. They will seek to identify
the source and cause of earnings issues before making a determina-
tion of their severity and the degree of supervisory concern
warranted. In determining the adequacy of a bank’s capital, bank
regulators will evaluate the quality of the bank’s assets, interest
rate sensitivity, and risk management practices. Before a final de-
termination concerning the bank’s capital level could be fully im-
plemented, they would want to know the bank’s availability of
other capital sources and if there were any plans to use those
sources. They would also evaluate the possible adverse impacts of
the bank not paying a dividend before taking action to prohibit
such payment.

If the Pittsburgh FHLBank had been regulated by one of the
Federal bank regulators, I believe it very likely that bank exam-
iners would have taken action to restrict or prohibit dividend pay-
ments, and most certainly would not have permitted a dividend
payment that had to be subsidized with retained earnings. (For ex-
ample, Federal law 12 U.S.C. 56 and 60 restricts the payment of
dividends by national banks; other bank charter types are subject
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to similar restrictions.) Rather, Federal bank examiners likely
would have acted to restrict asset growth, while protecting capital
to cushion against further losses, and taken action to address any
underlying unsafe and unsound practices that caused or contrib-
uted to the bank’s undercapitalized condition, including restricting
the bank’s ability to enter into new contracts or engaging in new
business lines. This would be particularly true if the earnings prob-
lems were associated with exponential growth in a new, higher-risk
activity and were expected to persist, which is the case in Pitts-
burgh. The Pittsburgh FHLBank grew MPF loans from about $2
billion at June 30, 2002 to over $9 billion at June 30, 2003 and is
predicting protracted constraints on earnings arising from losses
associated with prepayments on its mortgage portfolio. And of
course, the Pittsburgh Bank just announced that it is now esti-
mating a third quarter GAAP net loss of $6.5 million.
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